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! Cases of the following petitioners are consoli dated
herewith for purposes of trial, briefing, and opinion: Joel
Rance and LaRhea Smith, docket No. 13225-05; J. Zane and Shannon
R Creese Smth, docket No. 13226-05; and Rhett Rance and Alice
Avila Smth, docket Nos. 13227-05 and 13228-05. A pretrial
procedural issue was decided with respect to Rhett Rance and
Alice Avila Smith in docket No. 11902-05. See Smth v.

Commi ssioner, T.C Menp. 2006-187.
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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

GERBER, Judge: Respondent determ ned the follow ng i ncone
tax deficiencies and penalties wth respect to petitioners in

t hese consol i dated cases:

Accur acy- Rel at ed

Penal ty
Petitioners Year Defi ci ency Sec. 6662
Rhett Rance & 1998 $311, 514 $62, 302. 80
Alice Avila Smth 1999 368, 777 73, 755. 40
2000 373,183 74, 638. 40
2001 110, 429 22,085. 80

2002 87, 535 None
Joel Rance & 1998 988, 392 197, 678. 40
LaRhea Snmith 1999 1, 254, 421 250, 884. 20
2000 439, 132 87, 826. 40
2001 256, 486 51, 297. 20
J. Zane & Shannon 1998 375, 999 75, 199. 80
R. Creese Snith 1999 765, 397 153, 079. 40
2000 386, 956 77,391. 20
2001 290, 027 58, 005. 40

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code, as anended and in effect for the years
under consideration, and all Rule references are to the Tax Court

Rul es of Practice and Procedure.



- 3 -

After concessions? of the parties, the issues remining for
our consideration are:

1. Wether petitioners, Rhett Rance and Alice Avila Smth;
Joel Rance and LaRhea Smth; and J. Zane and Shannon R Creese
Smth, are entitled to charitable contribution deductions with
respect to interests in famly l[imted partnerships contributed
to a charitable organization and, if so, what the values of the
charitabl e contributions are,;

2. whether petitioner J. Zane Smth's dog breeding activity
constitutes an activity engaged in for profit within the nmeaning
of section 183(a);

3. whether petitioner J. Zane Smth's cow and dairy farm
activity constitutes an activity engaged in for profit wthin the

meani ng of section 183(a);

2 Alarge portion of the trial was devoted to the question
of whether an offshore enpl oyee | easi ng arrangenent | acked
econom ¢ substance and/or was a sham After presentation of
their case in chief, petitioners conceded that the arrangenent
| acked substance and was a sham Petitioners accordingly
conceded unreported inconme and overstated interest deductions
related to the offshore arrangenent. They al so conceded the
applicability of sec. 6662(a) penalties attributable to the
unreported i ncone and overstated interest deductions.
Petitioners conceded that the 6-year period for assessnent under
sec. 6501(e)(1)(A) applied with regard to their 1998, 1999, and
2000 tax years. Respondent conceded that petitioners Rhett Rance
Smth (Rhett) and Alice Avila Smth (Alice) substantiated cash
charitabl e contributions of $217,481 for the year 2002 and that
they are entitled to reduce their 2002 i ncone by $214, 970.
Respondent al so conceded the issue he raised at trial, that the
contributions of business interests were not conpleted gifts.
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4. whet her petitioner Rhett Rance Smth's cutting horse
activity constituted an activity engaged in for profit wthin the
meani ng of section 183(a); and

5. whether petitioners are |iable for section 6662(a)
accuracy-rel ated penalties for negligence or disregard of rules
or regulations with respect to the above-referenced charitable
contribution deductions and/or their section 183 activities.

FI NDI NGS OF FACT
Backgr ound

Petitioners Rhett Rance Smth (Rhett) and Alice Avila Smith
(Alice) are married and resided in Scottsdale, Arizona, at the
time their petitions were filed. They tinely filed Fornms 1040,
U.S. Individual Income Tax Return, for 1998, 1999, 2000, 2001,
and 2002. On April 15, 2005, respondent sent notices of
deficiency to Rhett and Alice for their 1998, 1999, 2000, and
2001 tax years. On March 25, 2005, respondent sent a notice of
deficiency to Rhett and Alice for their 2002 tax year.

Petitioners Joel Rance Smith (Rance) and LaRhea Smth
(LaRhea) are married and resided in Eagle Point, Oregon, at the
time their petitions were filed. They tinely filed Forns 1040 for
1998, 1999, 2000, and 2001. On April 15, 2005, respondent sent
notices of deficiency to Rance and LaRhea for their 1998, 1999,

2000, and 2001 tax years.
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Petitioners J. Zane Smth (Zane) and Shannon R Creese Smth
(Shannon) are married and resided in Earlville, New York, at the
time their petition was filed. They tinely filed Forns 1040 for
1998, 1999, 2000, and 2001. On April 15, 2005, respondent sent
notices of deficiency to Zane and Shannon for their 1998, 1999,
2000, and 2001 tax years.

Rance and LaRhea Smith are the parents of Rhett and Zane
Sni t h.

Noncash Charitable Contri butions

Each coupl e cl ai med deducti ons for noncash charitable
contributions of interests in their famly limted partnership
(FLPs) which, essentially, was to hold interests in their closely
hel d, fam |y-owned Arizona C corporation Beneco, Inc. (Beneco).
Beneco had been incorporated in 1989 with 1,000 initially issued

shares of stock, held as foll ows:

Petitioners Shar es
Rance 250.5
LaRhea 250.5
Rhett and Alice 249.5
Zane and Shannon 249.5

Tot al 1, 000.0

Beneco’ s business was to provide a qualified retirenment plan
and trust and qualified health and welfare trust services to
contractors who work under prevailing State and Federal wage | aws,
i ncludi ng the Federal Davis-Bacon Act. For its taxable years

ended March 31, 1997 through 2004, Beneco did not pay a dividend.
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Duri ng Decenber 1995, petitioners’ attorney, Robert A
Kelley, Jr. (Attorney Kelley), who specialized in tax and estate
pl anni ng, established three separate Arizona FLPs in each of which
one couple owned a limted partnership interest of approximtely
98 percent and the couple’s wholly owned corporation, as general

partner, owned the renmaining 2 percent as foll ows:

FLP Limted Partner General Partner
Jireh LP J. Rance & J.A. Rohi Corp
LaRhea Smith
Mustard Seed LP J. Zane & Z&S Consul ting, Inc.
Shannon R Smith
Zer ubbabel LP Rhett R & Bull Run Enters.,
Alice A Smth | nc.

Each partnershi p agreenent provided that partners could not
transfer a partnership interest without prior witten consent of
all the other partners and that control over the partnership was
vested in the general partner (the couple’ s wholly owned

cor poration).

During 1995, Rance and LaRhea transferred their 51-percent
ownership interest in Beneco to Jireh Limted Partnership (Jireh).
Jireh is treated as a partnership for Federal tax purposes, and
its only asset is 501 shares of Beneco stock. Sonetine after
Decenber 20, 1995, Zane and Shannon transferred into Mustard Seed

Limted Partnership (Mustard Seed) their 249.5 shares of Beneco
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stock which, during the years at issue, were its sole asset.
Sonetinme after Decenber 20, 1995, Rhett and Alice transferred into
Zer ubbabel Limted Partnership (Zerubbabel) their 249.5 shares of
Beneco stock which, during the years at issue, were its sole
asset .

Christian Community Foundation (CCF), a section 501(c)(3)
charity for tax purposes, was incorporated in 1980 under the | aws
of Colorado. On or about Decenber 19, 1995, Attorney Kelley sent
aletter to CCF, enclosing a check for $1,000 and an Application
to Begin a Charitable Project. CCF set up the Zacchaeus
Foundati on (Zacchaeus), a donor-advised fund, for petitioners and
assigned to it account No. 06022.

Attorney Kelley advised CCF that for 1995, Rance and LaRhea
woul d be contributing an FLP interest having a val ue of $350, 000
and that Rhett and Alice and Zane and Shannon woul d each be
contributing an FLP interest having a value of $185,000. Attorney
Kell ey further advised that petitioners would be maki ng annual
gifts in anbunts to be determ ned by their inconme for the
particul ar year. He further advised that all of the gifts of FLP
interests that were made to the project would be reacquired via
irrevocable life insurance trusts that were to be funded by life
i nsurance and that application had been nade for the insurance.

In 1996, the irrevocable trust of each couple and CCF

executed a separate Agreenent for the Purchase and Sale of Limted
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Partnership Interest. Each agreenent provided that upon the death
of the later to die of the couple, CCF had the right to require
the trustee to buy CCF s entire limted partnership interest.
Simlarly, the trust could require CCF to sell its interest to the
trustee. CCF or the trust could exercise the right to buy or sel
wthin “sixty * * * days fromthe date the * * * [trust] collects
the death benefits” froma specified life insurance policy. It
was i ntended that the sale or purchase transaction be funded by a
life insurance policy.

Sonetinme later, Attorney Kelley left the United States, and
petitioners hired Attorney Frederick Meyer (Attorney Meyer).
Attorney Meyer conducted a review of petitioners’ docunents,
including wills, famly Iimted partnerships, and insurance
trusts, and he discovered what he considered to be inadequaci es.
Attorney Meyer believed that the partnership agreenents shoul d
reflect a fiduciary duty to the charity and an obligation to share
cashflow with the charity. Edward Kraner (M. Kraner),
petitioners’ certified public accountant (C. P.A. ), and Rance did
not believe this was necessary but reluctantly agreed to nmake the
changes. In 1997 the limted partnership agreenents were revised
to accommodat e the recommended changes. Petitioners did not rely
on Attorney Meyer with respect to valuation questions. They

relied on M. Kranmer to take care of valuing the partnership
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interests. Petitioners paid annual adm nistrative fees to CCF
From 1995 t hrough 2001, Rance and LaRhea assigned interests in
Jireh to CCF and clainmed the foll ow ng noncash charitable

contri butions deductions:

Per cent Assi gned d ai ned

Dat e Per Tax Return Contri bution
12/ 20/ 95 10. 9157% $350, 000
12/ 29/ 97 9.9133 Unknown
12/ 29/ 00 1.5988 145, 000
12/ 31/ 01 11. 272 480, 000

Al t hough Form 8283, Noncash Charitable Contributions, for 2000
indicated that an interest of 1.5988 percent had been contri buted
to CCF, the actual percentage contributed was 3.22 percent.
Pursuant to Rance and LaRhea’ s request, during the period
1995 to 2002, CCF directed their contributed interests in Jireh to
Zacchaeus. During the years 1998 through 2001, Rance and LaRhea
did not transfer any Beneco stock to CCF. Rance and LaRhea
attached section B of Form 8283 to their 2000 return and descri bed
the donated property as “1.5988% Units Jireh Ltd” with an
apprai sed fair market val ue of $145,6000. The Decl aration of
Apprai ser, part |11l on Form 8283 for 2000, was signed by M.
Kraner and stated that the appraisal date was Septenber 1, 1999.
No such apprai sal was attached to Rance and LaRhea’s 2000 return
or made a part of the record.
The Donee Acknow edgnent, part |1V on Form 8283 for 2000, was

signed by Valerie Cornelius, Drector of Operations for CCF, next
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to the typed date Decenber 29, 2000. Attached to Rance and
LaRhea’s 2000 return was a letter, dated January 31, 2001,
t hanking them for their charitable donation on Decenber 29, 2000,
and stating that “No goods or services were provided for this
donation.”

Li kew se, Rance and LaRhea attached section B of Form 8283 to
their 2001 return and reported the donated property as “11.272%
Units (BENECO Stock) JIREH Ltd” wth an appraised fair market
val ue of $480,000. M. Kramer nmade the handwitten notation on
part 11, Declaration of Appraiser, of Rance and LaRhea’s 2001
Form 8283 “see attached 11/19/01 report 11/19/2001 Frank E. Koeh
Jr.” The Form 8283 was not signed by Frank E. Koehl, Jr. (M.
Koehl). Also attached to Rance and LaRhea’s 2001 return was a
one-page letter, dated Novenber 19, 2001, from M. Koehl, to Rance
referring to an $8, 500- per-share val uati on of Beneco as of March
31, 2000. No such appraisal was attached to Rance and LaRhea’s
2001 return. The Donee Acknow edgnent, part 1V on Form 8283 for
2001, was signed by Valerie Cornelius, and the title “President”
and the date “12/26/2001” were typed next to her name. The
typewitten title “President” and the date “12/26/2001” were both
crossed out, and the title “Treasurer” and the date “4/13/2002”
were handwitten. No letter of acknow edgnent, gratitude, or
statenment that no goods or services were received was attached to

t he 2001 return.
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Al so attached to Rance and LaRhea’s 2001 return were two
docunents, each captioned “Assignnment of Limted Interest In Jireh

Limted Partnership with Consent Attached”, one signed by Rance
and the other by LaRhea. Each assignnent described the assignnment
to CCF of an FLP interest valued at $240,000 and included CCF s
acknow edgnent by its president, John C. Ml der, who signed in
t hat capacity.

From 1995 t hrough 2001, Zane and Shannon assigned interests
in Mustard Seed to CCF and cl ai med correspondi ng noncash
charitabl e contribution deductions on their personal incone tax

returns, as foll ows:

Per cent Assi gned d ai ned
Dat e Per Tax Return Contribution
12/ 20/ 95 11.5857% $185, 000
12/ 29/ 97 1.95 Unknown
12/ 31/ 98 4,11036 90, 000
12/ 31/ 01 8. 864 188, 000

Zane and Shannon requested that CCF direct any contri buted
interests in Mustard Seed to Zacchaeus for the period 1995 to
2002. During the years 1998 through 2001, Zane and Shannon did
not transfer any Beneco stock to CCF. Form 8283 attached to Zane
and Shannon’s 1998 return did not include section B, the portion
of the formdesignated for gifts over $5,000. No appraisal or
reference to a specific appraisal was nentioned in or attached to
Zane and Shannon’s 1998 tax return. An “Assignnent and Agreenent”

was attached to their 1998 return signed by Zane and Shannon and a
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representative of CCF assigning and acknow edging a transfer of an
FLP interest with a stated val ue of $90,000 as of Decenber 31,
1998. The 1998 return did not have any reference to whether

Zane and Shannon recei ved goods or services in connection with
their contribution.

During 1998, Zane and Shannon assi gned “an econoni c interest
in that percentage of their limted partnership interest in the *
* *[ Mustard Seed] which has a val ue of $90, 000 as of Decenber 31,
1998, including all interest in the capital * * * of the
partnership, but specifically excluding any right * * * to
exerci se any vote”. Form 8283 attached to Zane and Shannon’s 2001
return contains the statenent that the donated property was
“8.864% units of (Beneco stock) the Mustard Seed LP” with an
apprai sed fair market val ue of $188, 000.

Section B, part 111, Declaration of Appraiser, on Zane and
Shannon’ s Form 8283, attached to their 2001 return contained the
handwitten notation “see Ltr Attached Frank E. Koehl Jr” on the
line to be used for the signature of the appraiser. The
Decl arati on of Appraiser and Donee Acknow edgnent appeared to be
signed by M. Koehl, and Valerie Cornelius for CCF. The
typewitten date of appraisal in part Il was “11/19/2001". M.
Kramer made the handwitten notation “see Ltr Attached Frank E

Koehl Jr”. Also attached to Zane and Shannon’s 2001 return was a
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one- page Novenber 19, 2001, letter from M. Koehl to Rance
referring to an $8, 500- per-share val uation for Beneco as of March
31, 2000. Also attached to Zane and Shannon’s 2001 return was an
acknow edgnent from CCF of its receipt of the limted partnership
interest, advising that “No goods or services were provided for
this donation.” Finally, there was attached an assi gnnent of an
FLP interest in Mustard Seed, along with a signed consent from CCF
by its president.

From 1995 t hrough 2001, Rhett and Alice assigned interests in
Zer ubbabel to CCF and cl ai med correspondi ng noncash charitable

contribution deductions on their personal incone tax returns, as

fol |l ows:
Per cent Assi gned d ai ned
Dat e Per Tax Return Contri bution
12/ 20/ 95 11.587% $185, 000
12/ 29/ 97 3.92 Unknown
12/ 29/ 00 2.2851 100, 000
12/ 31/ 01 13.674 290, 000

Al t hough Rhett and Alice’s Form 8283 for 2000 contai ned the
statenent that an interest of 2.2851 percent had been contri buted
to CCF, the actual percentage contributed was 4.57 percent.
Pursuant to Rhett and Alice’s request, CCF directed their 1995-
2001 assigned interests in their FLP (Zerubbabel) to Zacchaeus.
Rhett and Alice did not donate Beneco stock to CCF during the

years 1998 t hrough 2001.
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Rhett and Alice attached Form 8283 to their 2000 return and
in section B, part |, Information on Donated Property, described
t he donated property as “2.2851% Units Interest Zerubbabel Ltd",
stating that it had an appraised fair market val ue of $100, 000.
The Decl aration of Appraiser was signed by M. Kraner and
contains the statenent that the appraisal date was Septenber 1,
1999. No appraisal was attached to Rhett and Alice’ s 2000
return, and no apprai sal dated Septenber 1, 1999, was provided to
respondent or the Court. No signature appeared in the Donee
Acknow edgnment portion, part IV, of the first section B attached
to the return. A second section B was al so attached to the 2000
return bearing the Donee Acknow edgnment signature of Valerie
Cornelius on behalf of CCF. Al so attached to the 2000 return was
an acknow edgnent of the contribution from CCF, dated January 31,
2001, which included the statenent “No goods and services were
provided for this donation.”

Rhett and Alice attached two Forns 8283, section B to their
2001 return and, in each, described the donated property as
“13.674% Units (Beneco Stock) Zerrubbable Ltd” with a stated
val ue of $290,000. The signature line of the Declaration of
Appr ai ser was bl ank on one of the fornms. The other had the
handwitten notation “see attached 11/19/01 report Frank E. Koeh
Jr” with a typewitten address in Princeton, New Jersey, and a
typewitten apprai sal date of Novenber 19, 2001. M. Kraner nade

the handwritten notation “see attached 11/19/01 report Frank E
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Koehl Jr”. No appraisal report was attached to the 2001 return.
Attached to the 2001 return was a letter dated Novenber 19, 2001,
from M. Koehl, stating that the value of Beneco stock, as of
March 31, 2000, was $8,500 per share. No detail or explanation
as to how the val uation was done was attached to the 2001 return.
Al so attached to the 2001 return was an assignnent of a portion
of their FLP by Rhett and by Alice, along with consents and
acknow edgnent by the president of CCF, signed and dated in |ate
Decenber 2001.

Rhett and Alice assigned an interest in Zerubbabel to
Crossmen Mnistries in 2002 and cl aimed a $247,500 charitable
deduction for that contribution. Crossnen Mnistries was a Texas
nonprofit corporation that petitioners organized during 2002.
LaRhea, Rance, and Rhett were the officers of Crossnen
Mnistries. During 2002, Crossnmen Mnistries was affiliated with
Wrld Bible Way Fel l owship, Inc. (Wrld Bible Way). During 2002,
Wrld Bible Way was a section 501(c)(3) tax-exenpt entity which
held a group exenption letter, permtting subordinate entities
not listed as tax exenpt to qualify for tax-exenpt status because
of their affiliation with World Bi bl e Way.

Rhett and Alice did not donate Beneco stock to Wrld Bible
Way or Crossnen Mnistries during the years at issue. Rhett and
Alice attached section B of Form 8283 to their 2002 return. It
descri bed the donated property as “11.67% O FLP Beneco Stk” with

an apprai sed fair market value of $247,500. That Form 8283
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contai ned no Decl aration of Appraiser, and no appraisal is
attached. The nanme and address of the charitabl e donee was
typewitten in section B, part |1V, Donee Acknow edgnent, but no
si gnature appeared thereon.

Al so attached to Rhett and Alice’'s 2002 return was a
docunent titled “Assignnent of Limted Interest in Zerubbabel
Limted Partnership with Consent Attached” wherein Alice, as a
limted partner of Zerubbabel, assigned an interest in the FLP to
Crossmen Mnistries. That typewitten docunent reflected, in two
separate | ocations, the value of the interest to be $91, 050 as of
Decenber 27, 2002. However, both the $91, 050 val ues were crossed
out by hand and “$123, 750" was handwitten in its place, along
with three sets of initials. The docunent reflected that Alice
si gned the docunent on Decenber 27, 2002, and Crossnmen Mnistries
accepted the assignnent to be effective as of Decenber 27, 2002.

M. Kranmer served as petitioners’ C.P.A for the period 1995
t hrough 2002. He prepared individual inconme tax returns,
corporate returns, partnership returns, payroll tax returns,
annual reports, personal property tax returns, and ot her
docunents for petitioners and their related entities. M.

Kraner, at the tinmes he was responsi ble for the preparation of
petitioners’ tax returns, was aware of section 170 and the
reporting requirenments for noncash charitable contributions

during the years at issue. He was also aware that the noncash
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charitable contribution regulations required that taxpayers use
an apprai ser who represented that he was in the business of
conducting appraisals for the general public. M. Kramer was not
a certified appraiser.

In addition to preparing petitioners’ returns, M. Kraner,
for purposes of a 1995 tax year noncash charitable contribution,
performed a Septenber 30, 1995, valuation of Beneco. M.
Kraner’s valuation did not state that it was prepared for incone
tax purposes or provide the date of any contributions to the
charitabl e donee. M. Kraner’'s 1995 estimated fair market val ue
of a 100-percent interest of Beneco stock was $6, 400,000, as of
Septenber 30, 1995. 1In valuing petitioners’ FLPs, M. Kraner
sinply chose to value the Beneco stock because it was the FLPs’
only asset and the valuations of the FLPs depended in great part
on the valuation of the Beneco stock. The 1995 val uation of the
Beneco stock was used for the charitable contribution deductions
of FLP interests clained for the 1998 through 2000 tax years.

The net hodol ogy M. Kranmer used to value the FLP interests
petitioners contributed was to obtain an apprai sed val ue of the
Beneco stock and then to discount that value for mnority
interest and | ack of marketability factors. No separate di scount
was used with respect to the FLP interests contributed to the
charitabl e organi zation. M. Kramer valued the Beneco stock and

did not separately assess the value of the partnership units.
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After his 1995 valuation, sonetinme around 1999-2000, M. Kraner
advi sed petitioners to hire a certified appraiser.

On April 5, 2000, Rance, as president of Beneco, retained
Managenment Pl anning, Inc. (MPl), to prepare econom c and
financi al anal yses and eval uati ons of Beneco, and three |imted
partnerships (Jireh, Mistard Seed, and Zerubbabel) for a fee of
$12,500. M. Koehl of MPI transmtted by a |letter dated Novenber
19, 2001, an evaluation of the “common stock of Beneco, Inc.,” as
of March 31, 2000, concluding that the aggregate freely traded
equity capital of Beneco had a val ue of $9, 195, 000.

M. Koehl opined that the average |ack of marketability
di scount for private placenents of nonpublicly traded stocks was
27.5 percent, and he decided to use a | ack of marketability
di scount of 7.5 percent because he was valuing a controlling
interest. M. Koehl concluded that the outstandi ng common stock
of Beneco had a fair market value of $8.5 mllion (or $8,500 per
share, based on 1,000 shares issued and outstanding) as of March
31, 2000, on a going-concern controlling-interest basis. M.
Koehl and MPI did not prepare a separate val uation of
petitioners’ limted partnerships, Jireh, Mustard Seed, or
Zer ubbabel. M. Koehl’s valuation of Beneco contained the
statenent that it was prepared for managenent information, incone
tax reporting, and other corporate purposes. M. Koehl’s

val uation did not contain a date for any contributions of an FLP
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interest to any particular donee, and it did not contain a
separate val uation of each FLP. The valuations by M. Kraner and
M. Koehl were the only valuations referenced in petitioners’
returns.

Rance’s Schedule F Activity

Rance began his cutting horse activity with a few horses in
1999. During the years at issue, Rance maintai ned several horses
in his cutting horse activity. For the taxable years 1998
t hrough 2005 Rance reported the followi ng total incone, expenses,

and net | osses:

Year | ncone Expenses Net Losses
1998 - 0- $124, 291 $124, 291
1999 - 0- 76, 352 76, 352
2000 - 0- 65, 486 65, 486
2001 $1, 736 83, 630 81, 894
2002 3, 817 83, 691 79,874
2003 4, 583 48, 903 44, 320
2004 4,084 66, 677 62, 593
2005 1, 959 44, 474 42, 515
Tot al 16, 179 593, 504 577, 325

The expenses were generally attributable to depreciation, aninm
and | and mai nt enance, nortgage interest, and training. O her
than the Schedules F, Profit or Loss From Farm ng, which were
part of the tax returns and banking records, Rance did not
mai nt ai n books and records of his horse cutting activity.

Rance rides his own horses at horse futurities (shows), and
he first rode horses when he was a child and continued to ride

when he attended college. He becane involved in the cutting
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horse activity in the 1980s and discontinued the activity during
1987 because it was expensive, conpetitive, and risky, and he had
a chanpion mare that had achi eved success by winning the Pacific
Coast Derby. During 1996, Rance and LaRhea purchased
approximately 70 to 75 acres of land in Oregon. In QOctober 1998,
t hey began construction of a house, an office, a barn, fences,
and stalls. The property was to be for their personal residence
and activities as well as for conducting part of their Beneco
busi ness. Construction was conpleted in Novenber 1999, after
whi ch Rance and LaRhea noved to the Oregon property.

The barn had four horse stalls, a tack room a feed room
and storage for hay and related farmequi pnment. During 1999,
Rance purchased P.K. , a driving horse which pulled carts and
wagons and whi ch Rance rode. Also during 1999, Rance purchased
Leo, a western pleasure nule, which he rode around the O egon
property to check fences and tend the property. P.K was sold
sonetinme during 2000 or 2001. Rance al so purchased Popcorn, a
Royal Dartnmoor pony mare that was in foal. Popcorn was a hunter/
junper, and she was sold, along with her foal, sonetinme in 2001
or 2002.

Rance agai n becane involved in cutting horse activity

because he could afford horses with better pedigrees. He
purchased a 4-year-old, Dual Docs (Dual Docs), in 2001 for

$30, 000 and placed himin training in Medford with Bobby and
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Jol ene Nel son. Senmen was collected from Dual Docs, and he was
used for live breeding, resulting in revenue of several thousand
dollars. Dual Docs was entered in conpetitions and then sold in
2004 for $22,500.

Rance, sonetine in 2001 or 2002, acquired cutting horse
reining mares naned Mtzi and | CGotta Lotta. He then determ ned
that they could not be entered into conpetitions, and he all owed
hi gh school girls to ride themin 4-H Club activities and ot her
events. | Cotta Lotta was sold in 2003 for $6,000 and Mtzi was
sold in 2004 for $6,300 for reported gains of $839 and $230,
respectively.

Zane' s Doqg Breedi ng, Showi ng and Judgi ng Activity

Zane first becane interested in show ng dogs after his
parents bought himhis first Staffordshire Bull Terrier and took
himto a dog show at age 12. During grade school and high
school, Zane owned and | earned to show Staffordshire Bul
Terriers. By 1995 or 1996, when Zane had substantial experience
and had devel oped a reputation, he began contenplating conducting
the dog breeding activity on a much nore serious level. During
the years at issue, he was considered a worl dw de expert in and
primarily focused on Staffordshire Bull Terriers and American
Staffordshire Terriers.

Zane becane a chanpi onship show judge in 1985 at age 22, the

youngest in recent history, and has judged in shows all over the
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worl d. Zane has not won nore than nom nal anpunts show ng dogs,
and he did not earn any incone fromjudging during the years at
i ssue.

Zane did not have a witten business plan for his dog
breeding activity. He did not keep a separate checki ng account
for his dog breeding activity. Wen he wote a check, he noted
t he purpose of the expense. At the end of the year, Zane
summari zed the expenses for his C. P.A for purposes of preparing
his returns. Zane spent approximately 10 to 20 hours each week
on the dog breeding activity and was showi ng one or two dogs
regularly and three or four dogs |ess often.

Zane had two Staffordshire Bull Terriers living wwth himin
New York from 1996 t hrough 2003, and his other dogs lived with
prof essional handlers. |In addition, Zane coowned sonme dogs that
lived with his coowners. Zane had no inconme fromthe dog
breeding activity in any of the years 1996, 1997, 1998, 1999, and
2000. Zane's 1997 Schedule C, Profit or Loss From Busi ness,
reflected no inconme and $52,683 in expenses. Zane's Schedul es F
attached to his other returns were entitled “Cattle Crops— Dog
Breedi ng” and for 2004 included the term“Organic Dairy MIk”
Sonme of themreflected incone, but the source was not specified.

The follow ng table shows the | osses Zane cl ainmed for the

dog breeding activity for the years 1997 through 2004:
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Tax Tot al Tot al Tot a
Year | nconme Expenses Losses
1997 - - $52, 683 ($52, 683)
1998 —- 61, 490 (61, 490)
1999 - - 28, 826 (28, 826)
2000 —- 51, 409 (51, 409)
2001 - - 80, 152 (80, 152)
2002 —- 56, 818 (56, 818)
2003 $5, 673 7,651 (1,978)
2004 —- 6, 064 (6, 064)
Tot al 5,673 345, 093 (339, 420)

Most of the expenditures were for travel, advertising, and show
expenses. For exanple, in 1997, of the $52,683 of total expenses
cl ai med, $28,676 was for show expenses, $10,850 for travel, and
$9, 800 for advertising. Accordingly, $49,326 of the $52, 683
(al rost 94 percent) was for shows, travel, and advertising. Most
of the expenses were associated with showi ng dogs and judgi ng dog
shows.

According to a March 2004 report from Synbiotics, Zane had
44 senen straws stored fromthe dog Malcolm Synbiotics
calculated that 7.9 insem nations could be acconplished fromthe
44 straws.

Zane's Cow and Dairy Farm Activity

Zane had an interest in cattle as a boy, and in July 1998,
he purchased a 400-acre property in Earlville, New York, known as
Goose Hill Farm Zane had an interest in genetics and ani nal
husbandry beginning with the Staffordshire Bull Terriers when he

was a boy. Zane devel oped an interest in Nornande cows, and he
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believed that they are good m | king cows and grazing animls. He
built his personal residence at Goose Hill Farmw th the intent
to raise cows.

I n 2000, Zane al so purchased the Col unbus Dairy, consisting
of 225 acres and located 15 mles from Goose H Il Farm A
m | king parlor and dairy operation were built at the Col unbus
Dairy, and cal ves were raised on the Goose H Il Farm property.
After purchasing the Col unbus Dairy, Zane worked to reclaimthe
pasture |land for grazing.

He studi ed and researched the various types of cattle that
could be bred. Zane recognized that famly dairy farns were not
doing well, and he decided that, to be profitable, his cattle
activity had to find a niche in the market that would let it
conpete as to product and price. After much research he deci ded
to rai se Normande cattle. The Col unbus Dairy becane an organic
dairy farm At the Colunbus Dairy, Zane built a mlking parlor
and other buildings for the mlking operation. MIlking started
sonetinme in 2002.

Nor mande cows are good producers of mlk in France but are
| argely used for beef consunption in the United States. After
visiting many farnmers and ranchers throughout the United States,
Zane acquired a herd of Normande cows that he believed woul d be
the best mlk producers. He intended to further breed the
acquired herd so his activity could becone conpetitive in the

dairy farmng industry.
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Zane had a 7-year business plan involving the inportation of
bul | senmen from France, as he could not inport Normande cows to
breed with his cows to produce offspring that he believed coul d
produce a higher quantity and better quality of mlk. At the
sanme tinme, Zane was working to convert his land froma
conventional to a certified organic farm Zane believed that if
his farmcould be certified as organic, he would be able to sel
the mlk at a price three tinmes that of conventional mlK.

By the tine of trial, Zane's ani mal breedi ng was
progressing, and he hoped he could focus nore on the cow activity
and | ess on the dog breeding. The farmwas certified organic in
2006. Hi s gross revenues exceeded $100, 000 for 2004, 2005, and
2006. Zane expects the revenue to triple in 2007 because of the
organic certification. |In operating this activity, Zane has
consulted with experts, done marketing, naintained separate
checki ng account records, and has focused on ways to maxim ze
revenue.

During August 2001, Zane purchased 77 Normande cows from
Keith MIler of Stuart, lowa. Beginning in May 2001, David
Hughes (M. Hughes) had becone Zane’'s part-tine farm manager in
exchange for a place to live at the Colunbus Dairy. Beginning in
January 2002, M. Hughes becane Zane’'s full-tinme enployee. Zane

paid M. Hughes approxi mately $29,000 to $30,000 in cash wages
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and al so provided hima double-wide trailer to live in and
al | oned hi m personal use of a pickup truck. M. Hughes perforned
the farm |l abor and Zane was the decision nmaker for the activity.

Zane decided to graze his cattle rather than confine them
because he believed that grazing positively affected the
| ongevity of the cattle. He also |eased an additional 60 acres
of a farm adjacent to Colunbus Dairy for the purpose of grazing
cows. Al mlk cows were grazed at the Col unbus Dairy property
and on the adjacent |eased land. Automatic m | king equi pnment was
pl aced in service in Cctober 2001, and m | ki ng operations
commenced during 2002. Zane began reporting the cattle activity
and deducting expenses in his 1998 tax year. Zane kept a
separate bank account for the Col unbus Dairy.

Penal ti es--Reli ance

Through the 2001 tax year, M. Kraner prepared Rance and
LaRhea’'s tax returns. M. Kramer understood that one of the
pur poses of the Oregon property was to rai se and breed horses.
He believed that Rance and LaRhea purchased the Oregon property
on account of their concerns about “Y2K’' and their desire to have
a self-sustaining facility. M. Kranmer told Rance and LaRhea
fromthe beginning of their Schedule F activity that they needed
to show revenues in order to avoid “hobby |oss classification”
The only revenue M. Kranmer was aware of was the sale of one

horse in the second or third year.
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M. Kranmer advised Rance to conbine his Oregon Schedule F
activity with Zane’s New York Schedule F activity to keep them
frombeing classified as hobbies. Rance and Zane did not follow
M. Kraner’s advice on formng a joint venture. M. Kranmer did
not know how Zane used his property. M. Kraner did not ask for
or see any of Zane's underlying financial records in connection
with his Schedule F activity.

M. Kranmer included on the returns all the expenses
petitioners listed for him M. Kraner knew the dog breeding
busi ness was expensive and that it was speculative, wth a very
smal | percentage of success. M. Kraner knew that it was very
difficult to earn noney in the dog breeding business. M. Kraner
did not question the travel expense clained on Zane’s 1998
Schedul e F because he knew that Zane travel ed overseas as well as
around the country. M. Kraner knew that expenses incurred at
the West mi nster dog show were extensive. M. Kramer understood
that Zane had a cattle breeding activity separate fromthe dairy
oper ati on.

OPI NI ON

Burden of Proof

Petitioners, for the first tinme on brief, raise the issue of
whet her the burden of proof shifted to respondent under section

7491(a). Under that section the burden of proof may shift to the
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Comm ssioner with respect to a factual issue affecting the
taxpayer’s liability for tax where the taxpayer introduces
credi bl e evidence with respect to such a factual issue and neets
certain substantiation requirenents set forth in section
7491(a)(2) (A and (B)

Respondent contends that petitioners’ argunent as to the
burden of proof was untinely raised and that, even if it had been
tinmely, it is petitioners’ burden to show that they have net the
requi renents of section 7491(a)(2), which they have not done. W
agree with respondent that petitioners’ attenpt to raise section
7491 for the first time in their posttrial brief is untinely.

Under section 7491 petitioners nust, for exanple, show that
t hey cooperated during the audit and that they net substantiation
requi renents. Petitioners’ attenpt on brief to show that they
met the requirenents by the sinple expediency of stating that
respondent did not question the substantiation or that they
cooperated wll not suffice. Petitioners, by raising those
all egations on brief, do not afford respondent the opportunity to
test the allegations by cross-exam nation or by producing
evi dence to show otherwi se. Therefore, we hold that petitioners’

attenpt to shift the burden under section 7491 causes prejudice
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and is untinely.® See, e.g., Deihl v. Conm ssioner, T.C. Meno.

2005- 287.

Accordingly, petitioners continue to bear the burden of
proof wth respect to the noncash charitable contribution issue
and the question of whether they carried on various activities
for profit within the nmeaning of section 183. Respondent does
bear the burden of production wth respect to the section 6662
penalty. See sec. 7491(c). That burden is to cone forward with
sufficient evidence regarding the appropriateness of applying a
particular addition to tax or penalty against the taxpayer. Sec.

7491(c); \heeler v. Comm ssioner, 127 T.C. 200 (2006); Hi gbee v.

Comm ssioner, 116 T.C 438 (2001).

Noncash Charitable Contri butions

Petitioners are nmenbers of the sane famly conprising a
father (Rance) and two sons (Rhett and Zane) and their respective
spouses. Together, they owned and operated Beneco, a corporation
t hat provi des business services in connection with qualified
retirement and health and welfare plans. Rance and his wife
owned slightly over 50 percent of Beneco, and Rhett and Zane,
along with their w ves, each owned one-half of the renaining
mnority interest. Petitioners clainmed noncash charitable

contributions of FLP interests. The FLPs were created and

3 1n any event, petitioners have not shown conpliance with
the substantiation requirenents of sec. 7491(a)(2) so as to
warrant a shift in the burden of proof as to any of the factual
issues relevant to their liability for tax.
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designed to hold interests in Beneco, which were to be
contributed to the FLPs by petitioners. The issues concerning
t hese contributions are whether petitioners conplied with the
reporting requisites of section 170 and underlying regul ati ons so
as to be entitled to the charitable contribution deductions. |If
we find that petitioners conplied with those requisites, we wll
go on to consider the values of the interests contributed in
order to decide the anounts of any allowabl e charitable
contri bution deductions.

Section 170(a) (1) provides:

There shall be allowed as a deduction any charitable

contribution * * * paynment of which is made wthin the

taxable year. A charitable contribution shall be

al l owabl e as a deduction only if verified under

regul ati ons prescribed by the Secretary.
| f the contribution consists of property other than cash, the
val ue of the contribution is generally the fair market val ue of
the donated property at the time of contribution. Sec. 1.170A-
1(c) (1), Incone Tax Regs.

Respondent argues that petitioners are not entitled to the
noncash charitabl e contribution deductions clainmed because they
failed to conply with the reporting requirenents of section 170
and the underlying regulations. Petitioners acknow edge that
they failed to fully conply with sone of the requirenents for

noncash charitable contribution deductions. Petitioners argue,

however, that they are nevertheless entitled to the deductions
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for the noncash charitable contributions because they
substantially conplied (that the information provided is
sufficient to neet the requirenents) and because they had
“reasonabl e cause * * * for [any] failure to fully conply.”
A charitable contribution is allowable as a deduction only
if verified under regul ations prescribed by the Secretary. Sec.

170(a)(1); Hewitt v. Conm ssioner, 109 T.C. 258, 261 (1997),

affd. wi thout published opinion 166 F.3d 332 (4th Gr. 1998).
The obligation to substantiate charitable contribution deductions

is clear and unanbiguous. Blair v. Conmm ssioner, T.C Meno.

1988-581. No deduction is allowed for a contribution in excess
of $5,000 unl ess the taxpayer neets the substantiation
requi renents of section 1.170A-13(c)(2), Inconme Tax Regs. Todd

v. Comm ssioner, 118 T.C. 334, 340 (2002); sec. 1.170A-

13(c) (1) (i) Inconme Tax Regs. Section 1.170A-13(c)(2)(i), Incone
Tax Regs., generally provides that a taxpayer nust conply with
the follow ng three requirenents:

(A) Obtain a qualified appraisal (as defined in
paragraph (c)(3) of this section) for such property
contributed. |If the contributed property is a parti al
interest, the appraisal shall be of the partial interest.

(B) Attach a fully conpl eted apprai sal summary (as
defined in paragraph (c)(4) of this section) to the tax
return (or, in the case of a donor that is a partnership or
S corporation, the information return) on which the
deduction for the contribution is first claimed (or
reported) by the donor.

(C© Maintain records containing the information
requi red by paragraph (b)(2)(ii) of this section.
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Additionally, for contributions of $250 or nore, a taxpayer
nmust obtain a contenporaneous witten acknow edgnment fromthe
donee organi zation. Sec. 170(f)(8)(A). The acknow edgnent mnust
be obtained by the earlier of the date the return is filed or its
due date. Sec. 170(f)(8)(C). The acknow edgnment nust i ncl ude
t he amount of cash and a description of any property other than
cash along with certain information about any goods or services
provi ded by the donee. Sec. 170(f)(8)(B)
The purpose of these provisions has been described as
provi di ng the Conmm ssioner with sufficient return information to
effectively nonitor the possibility of overval uations of

charitabl e contri butions. Hewi tt v. Conmmi ssioner, supra at 265.

Section 1.170A-13(c)(3)(i) and (ii), Inconme Tax Regs.,
contains the specific requirenments that a “qualified appraisal”
must :

(1) Be nmade not earlier than 60 days before the date of the
contribution nor later than the due date of the return, including
ext ensi ons, on which a deduction is first clained or reported,;

(2) be prepared, signed and dated by a qualified appraiser;

(3) contain the nane address, identifying nunber, and
qgualifications of the qualified appraiser;

(4) contain a statenent that it was prepared for incone tax
pur poses;

(5) contain a description of the property in sufficient

detail for a person who is not generally famliar with the type
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of property to ascertain that the property that was appraised is
the property that was contri buted;

(6) include the terns of any agreenent of understandi ng
entered into or expected to be entered into by or on behal f of
t he donor or donee that relates to the use, sale, or other
di sposition of the property, including an agreenent that
restricts tenporarily or permanently a donee’s right to dispose
of the property;

(7) show the date on which the property was contri but ed;

(8) show the fair market value of the property on the date
of contri bution;

(9) show the nethod of valuation and the specific bases for
t he val uation; and

(10) show the date on which the appraisal was nmade.

The Secretary pronul gated the above-referenced regul ati ons
in response to the Deficit Reduction Act of 1984 (DEFRA), Pub. L
98- 369, sec. 155(a), 98 Stat. 691. DEFRA section 155 instructs
the Secretary to provide hei ghtened substantiation reporting
requi renents for certain noncash charitable contributions. DEFRA
section 155 provides:

(3) Appraisal sunmary.--For purposes of this

subsection, the appraisal summary shall be in such form and

i ncl ude such information as the Secretary prescribes by

regul ations. Such summary shall be signed by the qualified

apprai ser preparing the qualified appraisal and shal

contain the TIN of such appraiser. Such summary shall be

acknowl edged by the donee of the property appraised in such
manner as the Secretary prescribes in such regul ations.
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(4) Qualified appraisal.--The term“qualified
apprai sal” neans an appraisal prepared by a qualified
apprai ser which includes—
(A) a description of the property appraised,
(B) the fair market value of such property on
the date of contribution and the specific basis for the
val uation

(C a statenment that such appraisal was
prepared for inconme tax purposes,

(D) the qualifications of the qualified
appr ai ser,

(E) the signature and TIN of such appraiser,
and

(F) such additional information as the
Secretary prescribes in such regul ations.

See Bond v. Conm ssioner, 100 T.C 32, 37 (1993). In Bond

this Court considered whether certain aspects of the above-
referenced regul ati ons were mandatory or directory and whet her

t he taxpayer in that case had substantially conplied so as to be
entitled to a charitable contribution deduction. [In reaching the
conclusion that the requirenents were directory, the Court
expressed the follow ng rational e:

Under the above test we nust exam ne section 170 to
determ ne whether the requirenments of the regul ations
are mandatory or directory with respect to its
statutory purpose. At the outset, it is apparent that
t he essence of section 170 is to allow certain

t axpayers a charitabl e deduction for contributions nmade
to certain organizations. It is equally apparent that
the reporting requirenents of section 1.170A-13, |ncone
Tax Regs., are helpful to respondent in the processing
and auditing of returns on which charitable deductions
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are clainmed. However, the reporting requirenments do

not relate to the substance or essence of whether or

not a charitable contribution was actually nade. W

conclude, therefore, that the reporting requirenents

are directory and not mandatory. [ld. at 41; citation

omtted.]

Bond i nvol ved the contribution of two blinps to a qualified
charity. The parties agreed upon the value, the fact that the
apprai ser was qualified, and all other regulatory requirenents
except whether the taxpayers’ failure to obtain and attach to
their return a separate witten apprai sal containing the
information specified in the regulations would result in the
di sal | onance of a charitable contribution deduction. The Court
noted that substantially all of the information specified in the
regul ati ons had been provi ded, except the qualifications of the
apprai ser on the Form 8283 attached to the return. The Court
concl uded that the taxpayers in Bond had substantially conplied
and that disallowance of the deduction under those circunstances
woul d be too harsh a sanction (essentially that the purposes of

the statute had been substantially achieved).

Subsequently, in Hewitt v. Comm ssioner, 109 T.C 258

(1997), the Court again considered these regulations in a
situation where taxpayers donated to a charitable organization
their shares of stock of a corporation that was not publicly
traded. They cl ai med deductions in anmpbunts that the parties

agreed represented the fair market value of the stock. However,



- 36 -

t he taxpayers did not obtain qualified appraisals before filing
their returns for the years at issue. The values or deductions
cl ai mred were not based upon appraisals; instead they were based
upon average per-share prices of the stock traded in arm s-length
transactions at approximately the sane tine as the gifts. Even
t hough the val ues were undi sputed, the Court found that the

t axpayers had not conplied with section 170 and section 1.170A-
13, Inconme Tax Regs., and that they were not entitled to

deduct any anount in excess of the anount allowed by the
Government, which was their basis.

In Hew tt the Governnent disall owed the value of the stock
in excess of basis because of the lack of qualified appraisals.
The Governnent agreed that the taxpayers nade charitable
contributions, that the donee was charitable, and that the
clai med val ues represented fair market values of the
contributions. The taxpayers in Hewtt maintai ned that they
shoul d be all owed the deductions because the val ue used was the
average price per share as traded in bona fide, armis-length

transactions. Relying on the holding in Bond v. Conm ssioner,

supra, the taxpayers in Hewitt contended that they had
substantially conplied with the requirenents of section 1.170A-
13, Income Tax Regs., and that they were relieved of any
obligation to obtain a qualified appraisal. Hewtt v.

Conmi ssi oner, supra at 262.
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Unli ke the taxpayers in Bond, the taxpayers in Hewitt did
not provide information on the Form 8283 that satisfied nost of
the requirenments of the regulation. In holding that the
taxpayers were not entitled to a deduction in excess of their
basis (for the full fair market value), the Court provided the
foll ow ng rational e:

Petitioners herein furnished practically none of
the information required by either the statute or the
regul ations. Gven the statutory | anguage and the
thrust of the concerns about the need of respondent to
be provided with appropriate infornmation in order to
al ert respondent to potential overvaluations, * * *
petitioners sinply do not fall within the perm ssible
boundari es of Bond v. Conm ssioner, supra, where an
apprai sal summary, which was conpleted by a qualified
apprai ser, contained nost of the required information
and could therefore be treated as a witten appraisal,
was attached to the return. Cf. D Arcangelo v.

Comm ssioner, T.C Menp. 1994-572 (respondent prevailed
where no qualified apprai sal was obtai ned).

* * * * * * *

Moreover, it is clear that the principal objective
of DEFRA section 155 was to provide a nechani sm wher eby
respondent would obtain sufficient return information
in support of the clainmed valuation of charitable
contributions of property to enable respondent to deal
nore effectively wth the preval ent use of
overvaluations. See S. Comm on Finance, Deficit
Reduction Act of 1984, Explanation of Provisions
Approved by the Conmttee on March 21, 1984, S. Prt.
98-169 (Vol. 1), at 444-445 (S. Comm Print 1984);

Staff of Joint Conm on Taxation, General Explanation
of the Revenue Provisions of the Deficit Reduction Act
of 1984 (J. Comm Print 1985); cf. Atlantic Veneer
Corp. v. Conmm ssioner, 85 T.C 1075, 1084 (1985), affd.
812 F.2d 158 (4th Cr. 1987). Such need exists even

t hough in a particular case, such as this, it turns out
that the taxpayer’s deduction was in fact based on the
fair market value of the property. This happenstance is
insufficient to constitute substantial conpliance with




- 38 -

a statutory condition to obtaining the clained
deduction. As we see it, what petitioners are seeking
is not the application of the substantial conpliance
principle but an exenption fromthe clear requirenent

of the statute and regulations in a situation where
there is no overvaluation of the charitable
contribution. W are not prepared to follow that path
to decision. [Hewitt v. Comm Ssioner, supra at 264-266].

Petitioners also rely on Bond v. Conm ssioner, 100 T.C 32

(1993). In particular, they contend that in Bond this Court:

determ ned that the substantiation rules of DEFRA
section 155 and the Treasury Regul ati ons thereunder are
directory rather than mandatory. As such, the Tax
Court does not require that taxpayers fully and
absolutely conply with the substantiation requirenents
of the regulations in order to qualify for a charitable
contribution deduction. In Bond, the Tax Court used a
“substantial conpliance” analysis to determne that a
taxpayer, who failed to neet the substantiation

requi renents of DEFRA section 155 and the regul ations,
nevertheless, was entitled to a charitable deduction
for a non-cash contribution.

Petitioners go on to attenpt to equate the concept of
“substantial conpliance” with the concept of “reasonabl e cause”.
Petitioners contend that

Al t hough not specifically nentioning reasonabl e cause,

t he decision of the Tax Court in Bond is a clear

reflection of the principal that [exceptions exist] to

t he hei ghtened substantiation reporting requirenents

such as substantial conpliance and reasonabl e cause.

We note that for charitable contributions nmade after June 3,
2004, Congress, in the American Jobs Creation Act of 2004 (AJCA),
Pub. L. 108-357, sec. 883, 118 Stat. 1631, which added

section 170(f)(11), specifically codified the substantiation
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requi renents and al so provi ded an exception where there is
reasonabl e cause for failure to conply with the substantiation
requi renents for noncash charitable contributions. Petitioners
contend that the reasonabl e cause exception in AJCA was a
codification of preexisting |law. Respondent contends that the
reasonabl e cause exception was not the | aw before the 2004
enactnment. W agree with respondent.

Petitioners rely, in great part, on the legislative history
surroundi ng the 1984 enact nent of DEFRA section 155, which in
effect, directed the Secretary to pronmulgate the qualified
apprai sal regulations. It appears that a reasonabl e cause
exception was consi dered by Congress, but no such exception was
i ncluded i n DEFRA, and none appeared in the regul ations issued
pursuant to the regulatory mandate of DEFRA section 155. W find
no sound basis for accepting petitioners’ contention that a
reasonabl e cause exception exi sted before the 2004 enact nent of
t hat exception

Because the charitable contribution deductions we consi der
are for years before and unaffected by AJCA, we are left to
deci de whether petitioners substantially conplied, Iike the

taxpayers in Bond v. Conm ssioner, supra, or whether the

information included on and with their incone tax returns was

insufficient to neet the statutory and regul atory requirenents
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like that of the taxpayers in Hewitt v. Conm ssioner, 109 T.C

258 (1997).

Petitioners, during 1995, consulted with Attorney Kell ey
concerning inconme and estate tax planning. Attorney Kelley
directed and assisted petitioners in setting up an FLP for each
couple. Each couple also established a corporation to be the
general partner of their FLP, and the individuals were nmade the
limted partners of their respective partnerships. The general
partner (the controlled corporation of each couple) had operating
authority over each FLP. A limted partner’s interest could not
be transferred without perm ssion of all other partners in the
FLP. Each couple contributed their Beneco stock, along with
ot her assets, to their FLP in 1995.

Attorney Kelley assisted petitioners with their donations of
interests in their limted partnerships to CCF. CCF antici pated
that petitioners would nmake gifts of interests in the FLPs in
1995 and in future years. It was understood that the transferred
FLP interests would be reacquired from CCF (or other charitable
donee), and irrevocable life insurance trusts were created that
woul d be used to fund the reacquisition of the contributed
i nterest upon each donor’s death

At the tinme of the contributions of the FLP interests, CCF
and later Crossnmen Mnistries, received FLP interests that could

not be transferred wthout petitioners’ and their wholly owned
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corporate general partners’ consent. Therefore, the interests
coul d not be converted to cash or other property that could be
used to fund charitable activities w thout petitioners’
agreenent. By the end of 1998, the sole asset in each FLP was
Beneco stock. Beneco did not pay any dividends before 1995, and
no dividends were paid thereafter and through the years in issue.
The decision for Beneco to pay dividends appeared to rest solely
with petitioners. Therefore, the donee-charity would |ikely be
relegated to waiting until the deaths of petitioners before
receiving cash or property that could be used to fund charitable
activity.

Zane and Shannon’s 1998 contribution and Rhett and Alice’s
2000 contribution consisted solely of economc interests in their
respective FLPs. It is not clear what status or role CCF played
in the respective FLPs. No express distinction was made between
l[imted partners and any charitabl e donees who held interests in
t he FLPs.

The contributions were ascribed values in round dollar
anounts (e.g., $145,6000) that were converted to percentages
in each FLP on the basis of the Beneco stock val ues petitioners
used to establish the amounts of the deductions. As described
bel ow, the Forns 8283 attached to the returns were prepared in an

inattentive and inconpl ete nmanner.
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Initially, we note that valuations petitioners relied
on were based on val uations of the Beneco stock from which the
val uations of the contributed interests in the famly limted
partnershi ps were derived. Although the values of the FLP
interests were substantially dependent upon the values of the
Beneco stock, the noncash charitable contribution, in each
i nstance, was an interest in an FLP. M. Koehl was asked to
apprai se both the Beneco stock and the FLP interests. The
record, however, does not contain a separate appraisal report for
the FLP interests. M. Koehl prepared a valuation of the Beneco
stock as of March 31, 2000, but it was not attached to any of
petitioners’ 2001 or 2002 returns in connection with their
claimed charitable contributions of FLP interests.

Al t hough petitioners obtained two separate appraisals,
respondent contends that neither is a qualified appraisal wthin
t he nmeani ng of section 1.170A-13(c)(3), Incone Tax Regs. The
first appraisal was of the Beneco stock and was perforned by
petitioners’ C.P.A, M. Kranmer. Although M. Kraner is a
C.P.A, it has not been shown that he had apprai sal expertise.

H s report, dated Novenmber 17, 1995, stated a $6, 400, 000 val ue
for a 100-percent interest in Beneco stock as of Septenber 30,
1995. M. Kraner’s valuation report is terse and provides only
limted details of the analysis and underpi nnings for his val ue

conclusion. On petitioners’ Forns 8283 for 2000, the Declaration
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of Appraiser was signed by M. Kraner, and references were nade
to a Septenber 1, 1999, appraisal. Petitioners did not produce a
Septenber 1, 1999, appraisal report, and no such appraisal report
was attached to their returns.

The second apprai sal was perfornmed M. Koehl of Managenent
Pl anning, Inc., a conpany in the valuation business. M. Koeh
determ ned that the aggregate enterprise value of Beneco, on a
controlling interest basis, was $8.5 mllion as of March 31,

2000. M. Koehl did not prepare a separate analysis or valuation
of the partnership interests. H's report appears to have been
conpleted after the due date for filing petitioners’ 2000
returns. Fornms 8283 for 2001 referred to M. Koehl’s val uation,
and Rhett and Alice’s 2002 contribution was apparently based upon
that same appraisal report by M. Koehl. Some of the returns
had a one-page letter fromM. Koehl that fell far short of
nmeeting the statutory and regulatory requirenents for an
apprai sal summary. Qher returns had no letter, summary, or
apprai sal report attached.

At trial, petitioners’ expert, Scott Springer, valued the
partnership interests as of the dates of the contributions. This
report, however, was prepared for purposes of trial and did not
purport to be a qualified appraisal within the nmeaning of the
regul ati ons under consi derati on.

Accordingly, the appraisals petitioners relied on for

cl ai m ng deductions were not nmade for the period begi nning 60
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days before any of the contributions and ending on the due dates
of the corresponding returns. See sec. 1.170A-13(c)(3)(i) (A,

| ncone Tax Regs. Additionally, the 1995 report by M. Kramer did
not specifically state that it was prepared for incone tax
purposes. See sec. 1.170A-13(c)(3)(ii)(G, Income Tax Regs. The
apprai sal reports did not contain the dates (or expected dates)
of the contributions of the interests in the FLPs to the donee or
the values on these dates. See sec. 1.170A-13(c)(3)(i1)(OC, (1),
| ncome Tax Regs. Respondent, referencing section 1.170A-
13(c)(3)(ii)(D), Incone Tax Regs., also notes that the
restrictions on the donee’s right to use or dispose of the
donated property, as set forth in the partnership agreenents, and
purchase and sal e agreenents, were not disclosed.

The Forns 8283 and the docunments attached to petitioners’
returns failed to conply with the section 1.170A-13(c)(4), |ncone
Tax Regs., requirenents that an appraisal summary be signed and
dated by a qualified appraiser who prepared the qualified
apprai sal and include the information specified in section
1. 170A-13(c)(4)(ii), Income Tax Regs. That regul ation section
requires that the summary contain, inter alia, a description of
the property in sufficient detail for a person who is not
generally famliar with the type of property to ascertain that

the property that was appraised is the property that was
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contributed; the manner of acquisition and the date of
acquisition; the cost or other basis of the property; and the
name, address and identifying nunber of the qualified appraiser
who signs the appraisal sunmary. Section B of Form 8283 is the
form designed for the appraisal summary.

The Forns 8283 attached to the returns were in nmany respects
either inproperly or inconpletely prepared. Zane and Shannon did
not attach a Schedule B to the Form 8283 that was attached to
their 1998 inconme tax return. Instead they conpleted section A,
which is expressly intended to be used for noncash charitable
contributions worth $5,000 or less. As a result, their 1998
return contained no declaration by apprai ser and no
acknow edgnent of the donee.

On the Forns 8283 attached to Rance and LaRhea’s and Rhett
and Alice’s 2000 returns, M. Kramer signed the Declaration of
Apprai ser and referred to an apprai sal dated Septenber 1, 1999,
that was not attached to the returns or shown to have exi sted.
Rance and LaRhea’s return reflected that an interest of 1.5988
percent of the partnership with a value of $145, 000 was
contributed to CCF. The parties have now agreed and sti pul ated
that Lance and LaRhea contributed a 3.22-percent interest wwth a
total value of $145,000. Rhett and Alice’'s return reflected that
an interest of 2.2851 percent of the partnership with a val ue of

$100, 000 was contributed to CCF. The parties have now agreed and
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stipulated that Rhett and Alice contributed a 4.57-percent
interest with a total value of $100, 000.

Each couple clainmed a charitable contribution deduction for
2001. In each instance, the Declaration of Appraiser attached to
the return referred to the letter dated Novenber 19, 2001, from
M. Koehl to Rance wherein he opined that the value of Beneco as
of March 31, 2000, was $8.5 million. M. Koehl did not sign the
Declaration. Instead, M. Kramer wote M. Koehl’s nane in the
signature area designated for the “qualified appraiser”. M.
Koehl s letter stating an $8.5 mllion value was attached to sone
of the returns, but it was terse and fell far short of neeting
the summary apprai sal requirenents.

For 2002, Rhett and Alice’ s return contained the description
of the donated property as “11.67% OF FLP BENECO STK’. The
Decl aration of Appraiser in section B of Form 8283 was |eft
bl ank, and the Donee Acknow edgnent portion was unsigned. The
Donee Acknow edgnent stated that the donee was CCF;, however, the
assi gnnent docunent attached to the return indicated that the
donee was Crossnen Mnistries. Typed on the assignnment was
“$91, 050" as the anpunt of the contribution. That anount,
however, was crossed out and “$123, 750" was handwitten below it.
Only the assignnment for Alice was attached to the return although
Rhett had apparently signed a simlar docunent.

Under these circunstances we consi der whether petitioners’

conpl i ance was substantial or whether they failed to neet the



- 47 -
statutorily mandated regul atory requirenents. Bond v.

Commi ssioner, 100 T.C. 32 (1993), and Hewitt v. Conmm ssioner, 109

T.C. 258 (1997), considered together, provide a standard by which
we can consi der whether petitioners provided sufficient
information to permt respondent to evaluate their reported
contributions, as intended by Congress. |If they provided
sufficient information, their “substantial conpliance” would
adequately serve the purposes intended by Congress.

We hold that petitioners did not provide sufficient
i nformati on and/ or submt the docunents required to have
substantially conplied and they are, therefore, not entitled to
deductions for noncash charitable contributions of FLP interests,
as determ ned by respondent. Petitioners, in each year under
consideration, did not attach to their returns qualified sumary
apprai sal reports as required by the statute and the regul ati ons.
In addition, it has not been shown that petitioners’ C.P.A was a
qual i fied appraiser wwthin the meaning of the regulatory
requi renents. Moreover, certain of the reports that were
referenced on the returns were not shown to exist, and none of
the purported reports or docunentation submtted nmet the tine
requi renents for their preparation and subm ssion. The
contributed property interests were not fully or adequately
described so as to permt respondent to understand the val uation
met hodol ogy, and the docunentation submtted was terse and did

not adequately explain the bases for the val ues cl ai ned.



- 48 -

Qur review of the materials and information that petitioners
submtted to respondent with their returns reveal s that inportant
informati on that woul d have enabl ed respondent to understand and
monitor the clainmed contributions was not supplied. Congress
mandated the reporting information so that the Internal Revenue
Service (IRS) could nonitor and address congressional concerns
about overval uation and ot her aspects of clainmed charitable
contribution deductions. The subm ssion of the information is
prerequisite to petitioners’ entitlenent to a charitable
contribution deduction. Petitioners’ failure to substantially
conply or otherw se provide respondent with sufficient
information to acconplish the statutory purpose conpels our
concl usion that respondent properly disallowed petitioners’
cl ai red noncash charitable contribution deductions.*

Section 183 Activities

Rance and Zane each clained | osses that respondent
di sal l oned as being fromactivities not engaged in for profit
wi thin the neaning of section 183. |If an individual engages in
an activity but does not engage in that activity for profit, “no
deduction attributable to such activity shall be all owed under
this chapter except as provided in * * * [section 183].” Sec.

183(a). Section 183(b)(1) permts deductions which are otherw se

4 Qur holding that petitioners are not entitled to the
noncash charitable contribution deduction renders it unnecessary
to decide the value of the contributed interests.
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al l omwabl e wi thout regard to whether the activity is engaged in
for profit, and section 183(b)(2) permts deductions which woul d
be allowable if such activity were engaged in for profit, but
only to the extent the gross incone derived fromthe activity
exceeds the deductions allowable by reason of section 183(b)(1).
Section 183(c) defines an “activity not engaged in for profit” as
“any activity other than one with respect to which deductions are
al l owabl e for the taxable year under section 162 or under
paragraph (1) or (2) of section 212.”

In order for a deduction to be allowed under section 162 or
section 212(1) or (2), the taxpayer nust establish that he
“engaged in the activity with ‘the predom nant, primary or
princi pal objective’ of realizing an economc profit independent

of tax savings.” Gles v. Comm ssioner, T.C Menp. 2006-15

(quoting Wl f v. Conm ssioner, 4 F.3d 709, 713 (9th GCr. 1993),

affg. T.C. Meno. 1991-212); see Patin v. Conm ssioner, 88 T.C

1086 (1987), affd. sub nom Skeen v. Conm ssioner, 864 F.2d 93,

94 (9th CGir. 1989).

Al t hough a reasonabl e expectation of profit is not required,
the facts and circunstances nust indicate that the taxpayer
entered into the activity, or continued the activity, with the

actual and honest objective of making a profit. Keanini v.

Commi ssioner, 94 T.C. 41, 46 (1990); Dreicer v. Comm ssioner, 78

T.C. 642, 645 (1982), affd. w thout published opinion 702 F.2d
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1205 (D.C. Cir. 1983); sec. 1.183-2(a), Incone Tax Regs. In
maki ng this determ nation, nore weight is accorded to objective

facts than to the taxpayer’s statement of intent. Engdahl v.

Comm ssioner, 72 T.C. 659, 666 (1979).

Factors to be considered in determ ning whether an activity
is engaged in for profit include: (1) The manner in which the
t axpayer carries on the activity; (2) the expertise of the
taxpayer or his advisers; (3) the time and effort expended by the
taxpayer in carrying on the activity; (4) the expectation that
assets used in the activity nay appreciate in value; (5) the
success of the taxpayer in carrying on other simlar or
dissimlar activities; (6) the taxpayer’s history of inconme or
| osses with respect to the activity; (7) the amobunt of occasi onal
profits, if any, which are earned; (8) the financial status of
t he taxpayer; and (9) the elenents of personal pleasure or
recreation. Al facts and circunstances are to be taken into
account and no single factor or group of factors is

determ nati ve. | ndep. Elec. Supply, Inc. v. Conm ssioner, 781

F.2d 724, 726-727 (9th G r. 1986), affg. Lahr v. Comm ssioner,

T.C. Meno. 1984-472; Golanty v. Conmmissioner, 72 T.C. 411, 425-

426 (1979), affd. w thout published opinion 647 F.2d 170 (9th
Cir. 1981); sec. 1.183-2(b), Incone Tax Regs.

W consi der each of Rance’s and Zane's activities
separately, beginning with petitioner Rance’s activity invol ving

cutting horses.
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Rance’s Cutting Horse Activity

Schedul es F were attached to Rance’s 1998 t hrough 2005
incone tax returns with his activity described as “crop
livestock”. At trial the evidence offered was Rance’s testinony
about his activity, but no docunentary evidence (i.e., records)
was offered in support of the income and deduction entries on the
Schedul es F. Rance explained that his profit notivation was
based on his goal that one of his horses could turn out to be a
“Triple Crown wi nner” who could earn himincone in excess of the
| osses clainmed fromthe activity.

Rance’ s testinony about his cutting horse activity was, in
great part, lacking in specifics.® He discussed horse bl oodlines
but failed to indicate nuch about his horses, such as the year
and cost of purchase, the training reginen, the events entered,
purses and conpetitions won, breeding efforts, profit analyses,
busi ness pl ans, necessity of expenses, sale price, and so forth.
Accordingly, we are left wwth the task of anal yzi ng Rance’s
cutting horse activity using his testinony and the Schedul es F
attached to his inconme tax returns.

Rance and LaRhea had purchased 70 acres of land in southern

Oregon in 1996 and noved to the property late in 1999 after

°> For exanple, Rance testified about a $17,000 breeding fee
and a mare he sold for $35,000. The tax returns in the record
(1998 t hrough 2005) do not appear to reflect these events or
activity. |In addition, Rance testified that he had as many as 20
horses. The Schedules F, |ikew se, do not reflect that |evel of
activity.
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constructing a house and other buildings. Beginning in 1998,
Rance and LaRhea clainmed farml osses pertaining to the O egon
property for an activity described as “crop livestock”. The
primary expenses clainmed for 1998 were depreciation, repairs, and
pl ans; there was no inconme for that year. The specifics of the
cl ai mred expenses for 1998 have not been detailed or adequately
expl ai ned.

In 1999, Rance purchased P.K , a driving horse; Popcorn, a
Royal Dartrmoor pony mare in foal; and Leo, a western pl easure
mul e. He subsequently acquired Jewels, which was |ater traded
for Mtzi and | Gotta Lotta; none of these horses were entered in
conpetitions. Mtzi was sold for $6,300 and | Gotta Lotta for
$6,000. No information was offered as to how these horses fit
into Rance’s business plan, which he stated involved cutting
hor ses.

Dual Docs was purchased in 2001 for $30,000 and was the
first horse entered into conpetition. During 2001 and 2002, Dual
Docs was in training in Medford, Oregon, wth Bobby and Jol ene
Nel son. He was sold at a loss in 2004. This generic information
is, in essence, all the record offers regardi ng Dual Docs.

The following is an analysis of Rance’s cutting horse
activity using the nine factors as a guide.

1. Manner in VWhich the Activity |Is Conducted--The fact that

a taxpayer carries on the activity in a businesslike manner and
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mai nt ai ns conpl ete and accurate books and records may indicate a
profit objective. Sec. 1.183-2(b)(1), Incone Tax Regs.

Essentially, Rance’s only record of his activity was a bank
account that, for early years, was not segregated fromhis
personal checking account. No other records were produced with
respect to his cutting horse activity. No records corroborating
his testinony were produced to show the horses purchased or their
progress and profitability. In particular, no formal business
pl an, budgets, operating statenments, or analysis was produced to
show t he financial managenent or planning of the activity.
Al t hough Rance testified that he had detailed witten business
pl ans broken down by horse, such plans were not offered into
evidence, and little detail of the plans was described in the
t estinony.©

At trial, Rance was unable to provide detail about the
col l ective deductions clainmed on the Schedules F. The returns
were prepared by M. Kraner, who used the checkbook to prepare
the Schedules F. Sonmeone with the intent to make a profit from

cutting horses could be expected to have adequate information

6 Petitioners attenpted to address their failure to present
detail ed evidence by contending that respondent did not question
t he substantiation or underlying records during the audit
exam nation. That, however, does not relieve them of the burden
of showing that they net the requirenents of sec. 183. They al so
attenpted to parlay that same contention into a situation where
t he burden of proof would be shifted to respondent under sec.
7491(a). We found that attenpt to be untinmely and in other
respects ill conceived.
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fromwhich to anal yze the expenses and to project the progress of
the activity. The activity was for the nost part undocunented
and there was little or no interest shown in the financial aspect

of the activity or its prospects. See, e.g., R nehart v.

Conmi ssioner, T.C. Menp. 2002-09.

In addition, no effort was made to explain how t he expenses
clainmed on the returns related to the activity. There was no
expl anation regardi ng how the assets being depreciated or the
totality of expenses conported with the needs of the activity
conducted. Respondent also points out that the cutting horses
lived wwth trainers and that it was, therefore, |ess clear how
all the expenses associated with Rance and LaRhea’'s Oregon
acreage pertain to this activity. One of the nost inportant
i ndi cations of whether an activity is being perfornmed in a

busi nessl i ke manner is whether the taxpayer inplenents sone

met hod for controlling |osses. Burger v. Conm ssioner, 809 F. 2d
355, 359 (7th Cr. 1987), affg. T.C. Menp. 1985-523. No such
expl anation was provided in this case.

This factor favors respondent and reflects that Rance did
not operate this activity in a businesslike manner.

2. Taxpayer’'s Expertise--A taxpayer’s expertise, research

and study of an activity, as well as his consultation with
experts, may be indicative of a profit notive. Sec. 1.183-

2(b)(2), Incone Tax Regs.
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Rance was generally know edgeabl e about cutting horses and
had experience in riding, breeding, and caring for these aninals.
Rance consulted with numerous experts; however, he did not detai
the specific advice received or how he enpl oyed that advice in
the activity. He sought no professional advice on the econom cs
of the cutting horse activity. He did, however, seek advice
about the tax aspects and ways to avoid classification of the
activity as a hobby. Rance did seek guidance and advice from
others, but he failed to explain how the advice he obtained was
used or how it assisted in the attenpt to seek profits fromthe
activity. However, this factor favors Rance and LaRhea.

3. Tine and Effort Spent in Conducting the Activity--The

fact that the taxpayer devotes nmuch of his personal tine and
effort to carrying on an activity, particularly if the activity
does not have substantial personal or recreational aspects, my
indicate an intention to derive a profit. Sec. 1.183-2(b)(3),
| ncome Tax Regs.

Rance spent 8 to 10 hours a week on this activity. H's
i nvol venent with cutting horses provided a recreational benefit.
The record is sparse, however, on the specifics of Rance’s
i nvol venent in this activity. Accordingly, this factor favors
respondent’ s determ nation.

4. Expectation That the Assets WII| Appreciate in Val ue--

The taxpayer’s expectation that the assets used in the activity

may appreciate in value nmay, under certain circunstances,
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indicate a profit notive. Sec. 1.183-2(b)(4), Incone Tax Regs.
Clearly, it was Rance’s expectation that the value of his horses
woul d increase and, in two instances, the values did increase by
smal | anpunts. |In addition, he held approximtely 75 acres of
pasture | and which could appreciate. It is also necessary,
however, that the objective be to realize a profit on the entire

operation. Bessenyey v. Conmm ssioner, 45 T.C 261, 274 (1965),

affd. 379 F.2d 252 (2d Gr. 1967). |In order for Rance to recoup
the | osses clainmed through the years in issue, future earnings
and/ or appreciation would have to be considerable. A chanpion
horse coul d appreciate substantially, but the |ikelihood of
produci ng a chanpion is small. Overall, we find that this factor
favors respondent’s determ nati on.

5. Taxpayer's Success in Simlar or Dissimlar Activities--

Even if an activity is unprofitable, the fact that a taxpayer has
previously converted simlar activities fromunprofitable to
profitable enterprises may be an indication of a profit notive
wWth respect to the current activity. Sec. 1.183-2(b)(5), Incone
Tax Regs. Rance had experience froma previous cutting horse
activity but abandoned it because he could not afford it.

Rance testified that, in his previous cutting horse activity, one
of his horses won a chanpionship. He did not testify or show
that the appreciation in the assets in the earlier activity

resulted in overall profits or the anmpbunt of |osses recouped.
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In conparison to the cutting horse activity, Rance and
LaRhea have been highly successful in the operation of Beneco.
Rance di d not explain or show how his busi ness acunen and
experience were used in the cutting horse activity. See Smth v.

Comm ssioner, T.C Meno. 1997-503, affd. w thout published

opinion 182 F. 3d 927 (9th G r. 1999). Accordingly, this factor
favors respondent’s determ nati on.

6. The Activity's Hi story of Incone and/or Losses--An

i nportant consideration is the taxpayer’s history of incone
and/or losses related to the activity. Losses continuing beyond
the period customarily required to nake an activity profitable,
if not explained, may indicate that the activity is not engaged
in for profit. Sec. 1.183-2(b)(6), Incone Tax Regs.

As of the end of 2001, Rance had incurred nearly $350,000 in
| osses fromhis Schedule F activity. By the end of 2005, the
clained | osses totaled nore than $568, 000. These conti nui ng
| osses were used to of fset Rance and LaRhea’ s anple incone from
other pursuits, including their involvenent in Beneco. The
anmount of incone in relation to the increasing and accunul ati ng
expenses or | osses does not show that Rance had a profit notive
wWith respect to this activity other than the outside possibility
of his breeding or acquiring a chanpion. See Burger v.

Comm ssi oner, 809 F.2d at 360. Accordingly, this factor is

unf avorabl e for Rance and LaRhea.
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7. Amount of Occasional Profits--The anmount and frequency

of occasional profits earned fromthe activity may al so be
indicative of a profit objective. Sec. 1.183-2(b)(7), Incone Tax
Regs. Rance contends that he sold horses during the years in

i ssue where the price exceeded the original cost. The anmounts of
gain fromthose sal es, however, were mniml ($839 and $230).

Mor eover, Rance did not report any overall profits fromthe
activity. In other words, there was no showi ng of profit when
considering the overhead, depreciation, etc. The record reflects
continual and overwhel m ng | osses. Accordingly, this factor is
unfavorabl e for Rance and LaRhea.

8. Fi nanci al Status of the Taxpayer--Substantial incone

from sources other than the activity, particularly if the
activity s |l osses generate substantial tax benefits, may indicate
that the activity is not engaged in for profit. This is
especially true where there are personal or recreational elenents
i nvol ved. Sec. 1.183-2(b)(8), Inconme Tax Regs.

Wt hout counting any farmincome Rance and LaRhea had
conbi ned gross incone (before taking into account a di sputed and
conceded i ncone issue involving offshore deferred conpensation)
of $376, 439, $421,563, $644,620, and $1, 664,811 for the years
1998, 1999, 2000, and 2001. By 2005, Rance and LaRhea’s gross
i ncome was $2, 739, 845, without considering the cutting horse
activity. They see this scenario as one that shows that they had

the resources to effectively operate the cutting horse activity
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which is admttedly capital intensive. Conversely, respondent
contends that the continued |losses in the cutting horse activity
were intended and used for a tax benefit by neans of an offset to
Rance and LaRhea’ s incone. Considering the record as a whole, it
appears that the potential for tax benefits attributable to the
clainmed |l osses fromthe activity was substantial. Considering
the fact that this was also a recreational activity, this factor

favors respondent’s determ nation.

9. Elenents of Personal Pl easure--The presence of personal
notives, particularly when there are recreational elenents
i nvol ved, may indicate that the activity is not engaged in for
profit. Sec. 1.183-2(b)(9), Inconme Tax Regs. Respondent points
out that Rance has been riding horses nost of his life and
enjoyed his involvenent with his cutting horse activities. He
rode horses in sonme conpetitions and had reentered the activity
because he enjoyed it and could afford it.

Rance contends that he was interested in the business
chal | enges and derived no personal pleasure fromhis involvenent
in the activity. Rance admts that he enjoyed the activity, but
that his focus was w nning conpetitions and produci ng a chanpi on.
Here, again, the continuing | osses w thout any apparent effort to
cut costs would tend to indicate a focus on the recreational
nature of the activity. Overall, this factor is unfavorable to

Rance and LaRhea.
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Qur analysis of the nine factors reveals that, overall,
Rance did not enter into or continue his cutting horse activity
with the requisite profit notive. W hold that respondent’s
determ nation disallowing the |osses fromthat activity was not
in error.

Zane's Staffordshire Bull Terrier Activity

Zane becane interested in dogs when he was 12 years ol d,
after attending a dog show. Thereafter, his parents bought him
his first Staffordshire Bull Terrier.” He becane involved in dog
show ng, breeding, and judging, and by 1985, at age 22, he served
as the youngest chanpi onship show judge in recent history.

During the years in issue he attended many dog shows and owned or
coowned as many as 30 to 40 dogs. Most of the dogs lived with
their handlers or with his coowners.

Zane believed that show ng or judgi ng dogs at shows did not
normal |y generate revenue, but breeding and selling puppies could
have potential for revenue. Mre revenue would result if his
dogs showed well and/or won nedals at a show. Zane has senen
stored fromtwo of his dogs. He testified that a breeding
typically requires two straws of senen and he coul d charge around

$2, 000 per breeding. He estimated that the 80 straws he had at

"Utimtely, Zane becane a noted expert in Anerican and
Staffordshire Bull Terriers.
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the tine of trial would be worth $80,000.% Zane was particul ar
about breeding his dogs, and he would breed his dogs only with
hi gh-qual ity dogs.

At the tinme of trial, Zane was selling Terrier puppies for
anounts ranging from $1,500 to $2,000. No information was
provi ded, however, as to the selling price for puppies during the
years at issue. Zane believed that one of his dogs was worth
$50, 000, al though no evidence, other than his testinony, was
of fered to support his belief.

1. Manner in Which the Activity |I's Conduct ed--Zane did not

mai ntain a separate bank account for his dog activities, and no
ot her records of this activity were produced. For exanple, there
were no records showi ng: Purchase of dogs; financial analysis of
their potential for profitability; formal business plan, budgets,
operating statenents, and anal yses of cost control. Zane did not
cal cul ate the amount of inconme he would need to recover the

| osses incurred, and he did not predict when the activity m ght
becone profitable. He did, however, invest a substantial anount
in the training and showing of Terriers worldwi de in order to

docunent their quality.

8 Because multiple straws are needed for an insem nation,
t he nunber of possible insem nations woul d be reduced by sone
mat hematical factor. One report in the record indicated that
approximately 7.9 straws was the factor. |If that were correct,
80 straws would result in approximately 10 insem nations for
total revenue of approxi mtely $20, 000.
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Begi nning in 1998 and extendi ng through 2003, Zane filed one
Schedul e F each year designating the activity as “Cattle Crops--
Dog Breeding.” In 2004, he sinply included the dog breeding
activity expenses in a Schedule F | abeled “Cattl e Crops--Dog
Breedi ng”, and a separate Schedul e F was attached and desi gnat ed
“Organic Dairy Farni.

Zane's | ack of records and failure to address and/or be
particul arly concerned about the financial aspects and the
potential for recouping | osses show that he did not operate the
activity in a businesslike manner. Soneone with the intent to
make a profit from dogs woul d be expected to have a substanti al

file on each dog. See, e.g., Rinehart v. Comm ssioner, T.C

Meno. 2002-9. The lack of detailed records as to which dogs were
profitable and which were not is an indication that the dog
breeding activity was not carried on for profit. See Smth v.

Conmi ssioner, T.C. Menp. 1997-503.

Zane made no effort to reduce costs and control |osses.
Al t hough he contends that his coownership arrangenments hel ped to
reduce expenses, any such reduction was insufficient to stemthe
i ncreasi ng overall anmount of expenses and the increasing | osses.
He did not earn any incone fromjudging during the years at issue
and has earned relatively nom nal anmounts from show ng dogs.

Zane's incone tax returns reflect no inconme fromthe dog breeding
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activity for 1997 through 2000 and only nom nal anounts
thereafter. This factor is not favorable for Zane.

2. Taxpayer’'s Expertise--Zane is a noted longtine expert in

j udgi ng, show ng, and breeding Anerican Staffordshire Terriers
and Staffordshire Bull Terriers. Accordingly, this factor favors
Zane.

3. Tine and Effort Spent Conducting the Activity--Zane

testified that he spent an average of 10 to 12 hours per week on
the dog breeding activity. He also testified that he spent 20 to
30 hours per week on the dairy farm ng, along wth working ful
tinme (presunably at |east 40 hours per week) at Beneco. Zane

al so testified about spending tine in charitable activities. It
appears that he was spread thin and that his estinates of hours
may be overstated. Overall, however, this factor favors Zane.

4. Expectation That the Assets WII| Appreciate in Val ue--

Zane believed that one of the dogs was worth $50, 000, but he
failed to corroborate his belief. |In addition, he did not

speci fy whether the dog was solely owned or coowned. |If we were
to assunme that Zane's belief was correct and that he was the sole
owner, the $50,000 would not be sufficient to recoup the $275, 000
in | osses already incurred by 2001. Zane al so had potential to
earn revenue frominsem nation (breeding) and the sal e of

puppies. The difficultly here is the |ack of docunentation

and/ or corroboration supporting Zane's contention. The incone
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reported through the taxable years in question does not reflect
the potential to recoup the clained | osses as Zane cont ends.
Accordingly, we find this factor to be unfavorable for Zane.

5. Taxpayer's Success in Simlar or Dissimlar Activities--

In addition to his dog breeding activity, Zane operated a cattle
activity that had reported | osses. On the other hand, Zane was
vi ce president of Beneco—-a very successful business operated by
Zane and his famly. He did not show that the experience or
success from Beneco was carried over into his dog breeding
activity. For exanple, there were inadequate records of the
activity. There was no show ng that his acquired business
techni ques were used to cut costs or inprove receipts.
Accordingly, this factor is not favorable to Zane.

6. The Activity's History of Incone and/or Losses--By the

end of 2001, Zane had accunul ated | osses in an anount approaching
$275,000. By 2004, his |osses were approachi ng $340, 000. These
| osses were used to offset Zane and Shannon’s ot her substanti al

i ncone. The anmount of |osses in conparison with revenues does
not show, however, that Zane intended to cut | osses or inprove
the potential for gain. Although Zane contends that the
potential to recoup the | osses and show gain existed, the record
does not support his contention. Accordingly, this factor is

unf avor abl e for Zane.
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7. Amount of Occasional Profits--No profits and only

limted recei pts have been reported from Zane’'s dog breedi ng
activity. This factor is unfavorable for Zane.

8. Fi nanci al Status of the Taxpavyer--Zane and Shannon’s

gross incone, wthout considering incone adjustnents they
conceded, was $382, 020, $277,979, $320,569, and $718, 466 for the
1998, 1999, 2000, and 2001 years. For each of the next 3 years,
their incone exceeded $700, 000 annually. The potential for tax
benefits fromthe cl ained dog breeding activity | osses was
substantial. This factor favors respondent’s determ nation.

9. Elenents of Personal Pleasure--There is no question

about the pleasure Zane derived fromhis involvenent in the dog
breeding activity. He has been involved with dogs since he was
12 years old and enjoyed judgi ng shows and has had the
opportunity to travel all over the world. It is noted that his

j udgi ng was not conpensated and that he traveled at his own
expense and that the travel expenses have been deducted. He was
an acknow edged expert concerning Staffordshire Bull Terriers and
American Staffordshire Terriers worl dw de.

Considering all of the above-discussed factors and the
record as a whole, it appears that Zane's dog breeding activity
was one of personal interest and nore of a hobby than a business.
It was the participation in show ng and judging terriers that

attracted himto the activity and not the profit objective. It



- 66 -
is noted that expenses for travel, shows, and boardi ng dogs were
substanti al .

Accordingly, we hold that Zane did not enter into or
continue the dog breeding activity with the requisite profit
notive for the years before the Court.

Zane's Cow and Dairy Farm Activity

Zane and Shannon argued on brief that Zane’'s dog breeding
and cow and dairy farmactivities were one activity and that the
cow and dairy farmactivity was an expansi on or extension of the
dog breeding activity. That argunent was nmade, to sone extent,
to make the point that Zane went into the cow and dairy farm
activity to help renedy or recoup sone of the | osses experienced
in the dog breeding activity. It was also contended that sone of
his expertise in breeding dogs carried over into the breeding of
COoWs.

Section 1.183-1(d), Inconme Tax Regs., provides the
appropriate |l egal standard for determ ning whether two or nore
activities constitute one or two activities. A “facts and
circunstances” standard is prescribed to ascertain whether the
activities are separate. “Cenerally, the nost significant facts
and circunstances in making this determ nation are the degree of
organi zati onal and economc interrelationship of various
under t aki ngs, the business purpose which is (or m ght be) served
by carrying on the various undertakings”. Sec. 1.183-1(d)(1),

| ncome Tax Regs.
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In this instance, there was no organi zati onal or economc
interrel ationship between the two activities. Oher than the
reporting of the expenses of both on the sanme Schedule F, the
activities were geographically and financially independent. No
busi ness purpose was expressed other than Zane’'s ability to use
hi s knowl edge of dog breeding in cow breeding. The use of that
experience and know edge by Zane is not, per se, a business
purpose and did not result in any econony of scale or synbiosis
between the two activities.

The cow and dairy farmactivity was a separate pursuit. W
treat the dog breeding activity and the cow and dairy farm
activity as separate for purposes of our section 183 anal ysis.

Begi nning in 1998, Zane clained | osses on Schedule F from
his cow and dairy farmactivity which he reported along with
those of his dog breeding activity and descri bed as “cattle
crops--dog breeding”. Subsequently, in 2001 he described the
activity as “organic dairy farnmi on his Schedul e F.

Respondent contends that Zane did not effectively enter into
the cow and dairy farmactivity until 2001, whereas Zane contends
that the early activity involving the cattle was prelimnary to
and an integral part of the expansion of that activity in 2001.
In 1998, Zane purchased a 400-acre farm (Goose Hill), in upstate

New Yor k where he also built his home. H s Schedule F for the
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1999 tax year reflects that other than depreciation and repairs
of the property, nost of the expenditures were for the dog
breedi ng activity, including dog training and show ng. No
expenses were clained that appeared to relate directly to the cow
and dairy farmactivity. Likew se, for the 2000 tax year nost
were for the dog breeding activity, and only a relatively snal
portion could have been connected with the cow and dairy farm
activity.

For 2001 two Schedul es F were included, and the one | abel ed
“Cattl e Crops--Dog Breeding” contained substantially increased
expenditures. Relatively |large anounts were spent on itens
relating to cows such as feed and trucki ng expenses. The second
Schedul e F was | abeled “Organic Dairy Farni and contai ned cl ai ned
expendi tures and depreciation totaling $98,470. These
ci rcunstances reflect that Zane did not begin to pursue the dairy
farmidea until 2001. Any expenditures nomnally connected with
cows before 2001 woul d have, in any event, been consi dered
startup expenditures (which are to be capitalized) and were
incurred before the inplenentation of the plan to pursue the

dairy farm See Toth v. Conm ssioner, 128 T.C. 1, 4-6 (2007).

Accordingly, we agree with respondent that Zane and Shannon are
not entitled to claimany |l osses in connection with his cow
activity before 2001.

Wth respect to 2001, Zane had studi ed and researched the

various types of cattle that could be bred. Zane recognized that
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famly dairy farms were not doing well, and he decided that to be
profitable, he had to find for his farma niche in the narket
that would let it conpete as to product and price. After much
research he decided to raise Normande cattle. The dairy farm
i dea had materialized and was operational by the end of 2001 and
accordi ngly expenditures would not be considered to be startup
expenses.

During 2000, Zane purchased 225 additional acres of farm and
nearby and called it the Colunbus Dairy. The Col unbus Dairy
becane the organic dairy farm At the Colunbus Dairy, Zane built
a mlking parlor and other buildings for the m|king operation.
Zane al so reclainmed the pastureland and built mles of fencing
for the organic dairy operations on the Colunbus Dairy property.
M| king started sonetine in 2002.

Nor mande cows are good producers of mlk in France but are
| argely used for beef consunption in the United States. After
visiting many farners and ranchers throughout the United States,
Zane acquired a herd of Normande cows that he believed woul d be
the best mlk producers. He intended to further breed the
acquired herd so his activity could becone conpetitive in the
dairy farmng industry. Zane had a 7-year business plan
involving the inportation of bull senmen from France, as he could
not inport Normande cows to breed with his cows to produce nore
and better mlk. At the sane tine, Zane was working to convert

his land froma conventional to a certified organic farm Zane
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believed that if his farmcould be certified as organic, he would
be able to sell the mlk at a price three tinmes that of
conventional mlKk.

By the tine of trial, Zane's animal breedi ng was
progressing, and the farmwas certified organic in 2006. His
gross revenues exceeded $100, 000 for 2004, 2005, and 2006. Zane
expects the revenue to triple in 2007 because of the organic
certification. |In operating this activity, Zane has consulted
w th experts, done marketing, maintained separate checking
account records, and focused on ways to nmaxim ze revenue.

The following is an analysis of the nine factors, nore fully
descri bed above, as applicable to this activity.

1. Manner in Which the Activity |I's Conduct ed- - Zane

physi cal ly segregated the cow activity fromthe dog breeding
activity and, as of 2001, nmaintained a separate bank account for
the cow activity. He had a formal 7-year business plan that he
pursued throughout the years in issue. He took steps to maxim ze
his revenues and continually worked to show a profit.

Al t hough for years before 2001 Zane reported the dog
breeding activity and the cow and dairy farmactivity on a single
Schedule F, the activities were separately pursued and had
differing operations. Beginning around 2001, Zane hired M.
Hughes to be his farm manager. He gave hima place to live, the
use of a truck, and cash wages of around $30, 000 per year.

Al t hough Zane did not keep many formal records, he did approach
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the operation of the cow activity in a businesslike manner.
Accordingly, this factor is favorable for Zane.

2. Taxpayer’'s Expertise--Through study, Zane gai ned

expertise in the breeding of cows and in the use of Nornmande cows
for dairy purposes. He sought professional advice and
successfully used in the cow activity his ani mal husbandry
expertise gained from breeding dogs. Overall, this factor is
favorabl e for Zane.

3. Tine and Effort Spent in Conducting the Activity--Zane

spent an average of 20 to 30 hours per week on his cow and dairy
farmactivity. Certainly, 20 to 30 hours per week is
significant. Accordingly, this factor favors Zane.

4. Expectation That the Assets WII| Appreciate in Val ue--

The term “profit” enconpasses appreciation in the val ue of
assets, such as land, used in the activity. Sec. 1.183-2(b)(4),
I ncone Tax Regs. Respondent contends:

farmng and the holding of land with the primary
intent to profit froman increase in its val ue
w Il be considered a single activity only if the
farmng activity reduces the net cost of carrying
the land for its appreciation in value. That is,
they will be considered a single activity only if
the incone derived fromfarm ng exceeds the
deductions attributable to the farmng activity
which are not directly attributable to the
hol di ng of the I and.

Zane has two separate farns, one in Ham |ton, New York
(Goose Hill), with approxi mately 400 acres purchased in 1998 for

$600 to $650 per acre and currently worth around $2,500 per acre
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on the basis of conparable sales of farmland, and another farm
with 225 acres (Col unbus Dairy) which was purchased in 2000 for
$500 to $600 per acre and is currently worth around $1, 200 to
$1,500 per acre on the basis of conparable | and sal es.

Al t hough we do not consider the | and appreciation and the
cow and dairy farmactivity as a single activity, we recognize
that Zane' s investnent in the |land and buil dings al so has the
potential for appreciation and profit. On that basis, we find
this factor to be favorable to Zane.

5. Taxpayer's Success in Simlar or Dissimlar Activities--

Zane operated the dog breeding activity at a | oss before entering
the cow and dairy farmactivity. Although Zane was not
financially successful in the dog breeding activity, he was
successful in gaining expertise in animl husbandry and rel ated
topics involving the care and breeding of animals. Beneco is a
successful business operated by Zane and his famly. W discern
t hat Zane has enpl oyed sone of the success of other endeavors in
his cow activity and, accordingly, this factor is favorable to
Zane.

6. The Activity's History of Incone and/or Losses--By the

end of 2001, Zane's accunul ated | osses fromthe cow activity
approached $153,000. Although the total |osses had increased to
approxi mately $307,000 by 2003, the |ast year for which a

Schedul e F was avail able, the potential for increased revenues
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fromthe sale of organic mlk could address the deficit.
Accordingly, we find this factor to be neutral.

7. Amount of Occasional Profits--Zane has not reported any

profits fromthe cow activity, and therefore this factor is
unfavorabl e for Zane.

8. Financial Status of the Taxpayer-—-Wthout counting any

farmincome Zane and Shannon’s gross incone, before considering
i nconme adj ustnments they conceded, was $382, 020, $277, 979,

$320, 569, and $718, 466 for the years 1998, 1999, 2000, and 2001.
For each of the next 3 years, their incone exceeded $700, 000.
That | evel of income provided the potential for substantial tax
benefits fromthe clained | osses fromthe cow and dairy farm
activity. Therefore, this factor is unfavorable for Zane and
Shannon.

9. Elenents of Personal Pl easure--Although Zane has a keen

interest in cows, especially the Normande breed, his focus in
this activity has been to seek a profit froma dairy operation.
We note that the Normande breed was not traditionally used for
dairy purposes in the United States. However, Zane believed that
they had great potential for high quality and quantity
production. Unlike the dog breeding activity, we find that
Zane's interest in the cow and dairy farmactivity was nore

busi ness and | ess pl easure oriented.
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Overall, we hold that Zane has established that he entered

into the cow and dairy farmactivity in 2001 with the requisite

profit notive within the neaning of section 183.

Whet her Petitioners Are Liable for Penalties Under Section 6662

for Each Adjustnent Considered by the Court for the Taxabl e Years
1998, 1999, 2000, and 2001

Section 6662(a) inposes a 20-percent penalty on any portion
of an underpaynent of tax required to be shown on a return. The
penalty is applicable to the portion of any underpaynent
attributable to one or nore of the following: (1) Negligence or
di sregard of rules or regulations; (2) any substanti al
under st atenent of incone tax, and (3) any substantial valuation
m sstatenent. Sec. 6662(b).

The term “negligence” includes any failure to make a
reasonabl e attenpt to conply with the provisions of title 26, and
“di sregard” includes any carel ess, reckless, or intentional
disregard. Sec. 6662(c). Negligence is the |lack of due care or
failure to do what a reasonabl e and ordinarily prudent person

would do in a simlar situation. Neely v. Comm ssioner, 85 T.C.

934, 947 (1985).

Negl i gence includes any failure to exercise ordinary and
reasonable care in the preparation of a tax return, but it does
not include a return position that has a reasonabl e basis. Sec.
1.6662-3(b) (1), Incone Tax Regs. Reasonable basis is a
relatively high standard of tax reporting, significantly higher

than not frivolous or not patently inproper. It is not satisfied
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by a return position that is nerely arguable. Sec. 1.6662-
3(b)(3), Incone Tax Regs.

Negl i gence may be indi cated when a taxpayer fails to
ascertain the correctness of an itemon the return that would
seemto a reasonabl e and prudent person to be “too good to be
true” under the circunstances. Sec. 1.6662-3(b)(1)(ii), Incone
Tax Regs. A substantial understatenent of incone tax is defined
as an understatenment of inconme tax that exceeds the greater of 10
percent of the tax required to be shown on the tax return or
$5,000. Sec. 6662(d)(1)(A).

As already di scussed, the Comm ssioner bears the burden of
production in any court proceeding with respect to the penalty,
addition to tax, or additional anount inposed by title 26. Sec.
7491(c). The burden inposed on the Comm ssioner is to cone
forward with sufficient evidence regarding the appropriateness of
applying a particular addition to tax or penalty against the

t axpayer. \Wheeler v. Comm ssioner, 127 T.C. 200 (2006); Hi gbee

v. Conmm ssioner, 116 T.C 438 (2001). Section 7491(c) does not,

however, require the Conmm ssioner to introduce evidence of
reasonabl e cause, substantial authority, or simlar provisions.
Section 6664 provides an exception to the inposition of
accuracy-related penalties if the taxpayer shows that there was
reasonabl e cause for the underpaynent and that the taxpayer acted

in good faith. Sec. 6664(c); United States v. Boyle, 469 U S

241 (1985). \Whether a taxpayer acted with reasonabl e cause and
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in good faith is a factual question. Sec. 1.6664-4(b)(1), Incone
Tax Regs. Cenerally, the nost inportant factor in determning
whet her a taxpayer acted with reasonable cause and in good faith
is the extent to which the taxpayer exercised ordi nary busi ness
care and prudence in attenpting to assess his or her proper tax
l[itability. 1d. Reasonable cause may, in sone cases, be
established by reliance on the advice of a professional tax
adviser. 1d. Sec. 1.6664-4(b), Incone Tax Regs. |In order for
t he taxpayer to establish that he reasonably relied upon advice,
he must prove by a preponderance of the evidence that (1) the
advi ser was a conpetent professional who had sufficient expertise
to justify reliance; (2) the taxpayer provi ded necessary and
accurate information to the adviser; and (3) the taxpayer
actually relied in good faith on the adviser’s judgnent.

Neonat ol ogy Associates, P.A. v. Comm ssioner, 115 T.C. 43, 99

(2000), affd. 299 F.3d 221 (3d Cr. 2002).
Al t hough honest m sunderstanding of fact or |aw could be
reasonabl e, petitioners are required to take reasonable steps to

determine the law and to conply with it. See N edringhaus v.

Comm ssioner, 99 T.C. 202 (1992). 1In the end, the duty of filing

accurate returns lies with petitioners, who nust bear the
ultimate responsibility for any negligent errors of their agent.

See Pritchett v. Comm ssioner, 63 T.C 149, 174 (1974).

Petitioners generally contend that they had hired tax

prof essionals to advise themon their various activities,
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deductions, and return reporting and that they appropriately
foll owed the advice and return reporting positions of those
prof essionals. Respondent, however, sees petitioners as

sophi sticated and successful business peopl e who understand
conpl ex | egal concepts in connection their Beneco business.
Respondent contends that petitioners should have known that the
positions they took on their returns were incorrect.

Respondent al so points out that petitioners have conceded
their offshore | easing issue and the penalties determined with
respect to it and that those transactions reflected that
petitioners had a high tolerance for risk in their tax reporting.
I n essence, respondent argues that petitioners were willing to
t ake aggressive tax reporting positions and that we shoul d
consider that in evaluating petitioners’ other deductions and
reporting positions.

Petitioners claimto have relied upon their accountants for
the contribution and section 183 |oss issues. M. Kraner
prepared petitioners’ returns for the years 1998 through 2001.
Petitioners each testified that they relied upon M. Kranmer to
properly prepare their returns.

Petitioners’ Accuracy-Related Penalties for Their Noncash

Charitable Contribution Adjustnments for the 1998, 1999, 2000, and
2001 Tax Years

Each coupl e conceded that they are liable for the accuracy-
related penalties with respect to their offshore | easing

transactions, a matter which affected their liabilities for
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several taxable years. W nust decide whether petitioners are
liable for the accuracy-related penalties with respect to the
noncash charitable contribution deductions.

Beginning in the md-1990s and for various years through
2001, petitioners clainmed deductions for noncash charitable
contributions. Respondent determ ned that they are not entitled
to the deductions because they failed to supply the information
requi red by the statute and regul ations, and we have so held.®
Respondent contends that petitioners knew that they had not
supplied the required information--i.e., that the appraisals
val ued Beneco stock rather than the limted partnership interests
and that the appraisals submtted were not tinely as required by
the statute. Anobngst other errors in reporting the noncash
charitable contributions, the percentages of ownership were
m sstated, the C.P. A signed the appraiser’s nane, and reference
was made to an appraisal with a particular date which has not
been shown to exist. Respondent contends that no reasonably
prudent person woul d have all owed these errors to persist year

after year.

° Respondent al so questioned whether the val ues of the
l[imted partnership interests or the anounts of the clained
contributions were overstated. W have not addressed the val ue
gquestion because we have sustai ned respondent’s determ nation
that petitioners are not entitled to any deducti on because they
failed to provide information required by the statute and the
regul ati ons.
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Petitioners do not dispute the errors on their tax returns
with respect to the noncash charitable contributions. They
acknow edge that the appraisals of the donated property were not
“qual ified appraisals” as required by the regulations; that none
of the appraisals was nade within 60 days of the contribution of
the partnership interest; that M. Kranmer (C. P. A ) and Rick
Brewster (M. Brewster) (C. P.A ) each decided not to value the
partnership interests (i.e., the property donated), but decided
to value the only asset of the partnerships (the Beneco stock).
Petitioners contend that these errors or om ssions do not, ipso
facto, make them|liable for penalties and that the issue is
sinply whether they reasonably relied on the professionals they
hi red— Attorney Kell ey, experienced in estate and tax pl anning;
M. Kraner, an experienced C.P.A practicing inthe tax field for
over 35 years; and M. Brewster, an experienced C. P.A practicing
inthe tax field for over 25 years--to provide them proper tax
advice and to properly prepare their tax returns.

The penalty under section 6662 is not inposed with respect
to any portion of any underpaynent if it is shown that there was
reasonabl e cause for such portion and that the taxpayer acted in
good faith with respect to such portion. A taxpayer’s reliance
on the advice of an independent professional as to the tax
treatment of an item if such reliance was reasonable and the

t axpayer acted in good faith, will establish that the taxpayer
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was not negligent and will satisfy the reasonabl e cause
exception. Sec. 6664(c); sec. 1.6664-4(b), Incone Tax Regs.
The general rule is that a taxpayer has a duty to file a
conpl ete and accurate tax return and cannot avoid that duty
merely by placing that responsibility with an agent. United

States v. Boyle, 469 U. S. at 252; Metra Chem Corp. V.

Conm ssioner, 88 T.C. 654, 662 (1987). |In certainlimted

situations, the good faith reliance on the advice of an
i ndependent, conpetent professional in the preparation of the tax
return can satisfy the reasonabl e cause and good faith exception.

United States v. Boyle, supra at 250-251; Wis v. Commi Ssi oner

94 T.C. 473, 487 (1990). Reliance on the advice of a
prof essi onal tax adviser, however, does not automatically
denonstrate reasonabl e cause and good faith. Sec. 1.6664-
4(b) (1), Income Tax Regs. Al of the facts and circunstances
must be taken into account. Sec. 1.6664-4(c)(1), Incone Tax
Regs. The advice nust be based upon all pertinent facts and the
applicable law. Sec. 1.6664-4(c)(1)(i), Income Tax Regs. The
advi ce nmust not be based on unreasonable factual or |egal
assunptions. Sec. 1.6664-4(c)(1)(ii), Incone Tax Regs. The
advi ce cannot be based on an assunption that the taxpayer knows,
or has reason to know, is unlikely to be true. 1d.

In order to show reasonabl e reliance the taxpayer nust
prove: (1) The adviser was a conpetent professional who had

sufficient expertise to justify the taxpayer’s reliance on him
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(2) the taxpayer provided necessary and accurate information to
the adviser; and (3) the taxpayer actually relied in good faith

on the adviser’s judgnent. Weis v. Conm ssioner, supra at 487

(citing Pessin v. Conm ssioner, 59 T.C. 473, 489 (1972)).

The gi st of the disallowance of petitioners’ noncash
charitable contribution deductions was their failure to conply
with certain statutorily specified procedural requirenents that
were intended to enabl e respondent to nonitor such deductions.
Petitioners relied on their tax professionals to properly report
the charitable contribution deductions. The Court’s holding on
this issue was based on these procedural failures.

Petitioners CP.A, M. Kranmer, has been |icensed since
1967, and he prepared tax returns and gave tax advice for a
l[iving. He prepared approximately 1,000 tax returns each year.
M. Kraner, in addition to preparing petitioners’ returns, also
provi des tax and consulting advice for petitioners and their
corporation, Beneco. M. Kramer advised petitioners with respect
to the noncash charitable contributions that they nay have nade
in 1998, 1999, 2000 and 2001, and he was aware that they were
relying on his advice. He also prepared petitioners’ tax returns
for the years at issue, making certain necessary reconmendations
as to obtaining an appraisal, when to get the appraisal, and what
type of appraisal to obtain. He was not instructed by any of
petitioners on howto do his job or how to value the partnership

interests that were donated. M. Kraner instructed petitioners
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regarding all of the requirenents, and he was responsible to
properly report the contributions on their returns.

M. Kranmer al so made the appraisal for the early years at
i ssue by appraising the Beneco stock. Petitioners relied on M.
Kraner as their C.P.A and for the necessary appraisals with
respect to the partnership interests contributed for their 1998
t hrough 2001 tax years. M. Kraner testified that he believed
he was famliar with section 170 reporting requirenents for
noncash charitable contributions and with the Form 8283 used to
report noncash charitable contributions. M. Kraner recognized
that it was his responsibility to make sure that the section 170
reporting requirenments for the noncash charitable contributions
were nmet when he conpleted the tax returns for the years at
issue. M. Kramer stated that he made a good-faith effort to
conply with the section 170 reporting requirenents. The record
reflects that his efforts fell far short of the requirenents.

Around 1999 or 2000, M. Kraner advised petitioners to
obtain a certified appraisal, and he recomended that they hire
M. Koehl, a certified appraiser. M. Kraner hired M. Koehl, on
petitioners’ behalf, to appraise the partnership interests. M.
Koehl made the independent decision to value only the Beneco
st ock.

Accordingly, petitioners have shown that they had every
reason to believe that their adviser was a conpetent professional

with sufficient expertise to justify their reliance on him
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There is no question whether petitioners provided necessary and
accurate information to their tax professional. Finally, we find
that petitioners relied in good faith on the adviser’s judgnent
and had good reason to do so. It was solely the actions of
petitioners’ tax professional that caused petitioners’ failure to
nmeet the procedural requisites for their noncash charitable
contributions.® Under these circunstances, we hold that
petitioners had reasonable cause and are not liable for the
section 6662 penalty with respect to the disall owed noncash
charitable contribution deductions.

VWhet her Rance and LaRhea Are Liable for a Section 6662 Penalty
Wth Respect to Their Disall owed Schedule F Losses

Respondent argues that Rance and LaRhea were negligent in
claimng Schedule F | osses in each of the taxable years before
the Court. In support of his argunment, respondent points out
t hat Rance described the activity as “crop |ivestock” on the
Schedul e F, whereas at trial it was described as a cutting horse
activity. Respondent also points to the failure to keep business
records, other than a comm ngl ed bank checki ng account. See sec.

1.6662-3(b) (1), Incone Tax Regs.

10 W see a difference and a distinction between reliance
for procedural as opposed to substantive aspects or tax
reporting. Petitioners followed the advice and gui dance of the
tax professional and provided himw th the information needed to
docunent their contributions. Petitioners relied on the
prof essional’s anpl e experience and obligation to make sure that
the transactions were properly reported, which the professional
failed to do.
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The Court observed that Rance’s interest in the activity
focused upon the cutting horses and he was ot herwi se unfam i ar
with and could not identify many of the itens clainmed on the
Schedules F. There were only m nimal anmounts of revenue in any
of the years at issue, and the | osses were unabated and
substantial. The size of the tax losses in relation to the
revenue fromthe activity, conbined with Rance’s hobbyli ke
i nvol venent in the activity, made the situation one that has been
descri bed as “too good to be true” and can readily be construed
as a hobby as opposed to an activity where profit was intended.

Dodge v. Commi ssioner, T.C. Meno. 1998-89, affd. w thout

publ i shed opinion 188 F.3d 507 (6th Cr. 1999); sec. 1.6662-
3(b)(1)(ii), Incone Tax Regs. W also note that Rance was

advi sed by M. Kranmer that he needed nore revenue to avoi d hobby
| oss characterization.

Rance’s principal argunment on this issue is that he relied
on his tax professional. This Schedule F situation is unlike the
noncash charitable contribution where petitioners conplied with
their tax professionals’ requests and the failures to properly
conply with the procedural requirenents were the fault of the tax
prof essionals. Rance was engaged in the activity, and he is a
sophi sticated and successful business professional. Rance was
aware of his activities, |osses, etc., and his tax professional
merely prepared the returns (Schedules F) fromthe financi al

information that Rance provided. The reliance argunent is not
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avai l able to Rance and LaRhea in this instance. Accordingly, we
hold that Rance and LaRhea were negligent, within the neani ng of
section 6662, for failure to keep proper books and records and
generally for claimng |osses fromthe cutting horse activity.
Whet her Zane and Shannon Are Liable for a Section 6662 Penalty

Wth Respect to Their Disall owed Schedule F Losses Cained Wth
Respect to Their Dog breeding activity and Pre-2001 Cow Activity

Zane and Shannon cl ai mred Schedul e F | osses in connection
with a dog breeding and show ng activity for their 1998, 1999,
2000, and 2001 tax years.!'! Zane clained substantial |osses from
hi s dog show ng, breeding, and judging activity even though
prospects for revenue were limted and/or renote. He produced no
formal books and records. The expenses were sonetinmes conbi ned
with those involving the cow and dairy farmactivity, making it
difficult to evaluate the success or progress of the business.
Wth no revenue fromthe dog breeding activity in any of the
years at issue, the size of the tax |osses fromthe activity,
conbined with the substantial enjoynent Zane derived fromhis

i nvol venent with the dogs, resulted in a situation that has been

11 Because Zane was found to be involved in a profit-
notivated activity with respect to his 2001 cow and dairy farm
activity, no underpaynent results and there is no need to
consider the parties’ argunents with respect to the sec. 6662
penalty regarding that activity. To the extent that an
under paynent is attributable to the cow and dairy farmactivity
clainmed on the Schedule F for 1998, 1999, or 2000, it is
considered in conjunction wth the substantially dom nant dog
breedi ng activity.
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described as “too good to be true.” Smth v. Conmm ssioner, T.C

Meno. 1997-503; sec. 1.6662-3(b)(1), Incone Tax Regs.

Zane' s principal argunent on this issue is that he relied on
his tax professional. This Schedule F situation is unlike the
one invol ving the noncash charitable contributions where
petitioners conplied with their tax professionals’ requests and
the failure to properly conply wth the procedural requirenents
was the fault of the tax professionals. Zane was engaged in the
activity, and he is a sophisticated and successful business
prof essional. Zane was aware of his activities, |osses, etc.,
and his tax professional nerely prepared the returns (Schedul es
F) fromthe financial information that Zane provided. The
reliance argunent is not available to Zane and Shannon in this
i nstance.

Accordingly, we hold that Zane and Shannon were negligent,
within the nmeani ng of section 6662, for failure to keep proper
books and records and generally for claimng Schedule F | osses
for 1998, 1999, and 2000.

To reflect the foregoing and concessions by the parties,

Deci sions will be entered

under Rul e 155.




